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INTRODUCTION

The current tax system requires the average American family
with children to pay over $7,000 in taxes each year, more than half
of which go to federal income taxes.' In addition, crtain funda-
mental family matters including family formation, employ ment,
and child care, carry with them important tax considerations as a
result of specific tax provisions now in place.

For these reasons, and because tax reform is more than ever
under consideration, we believe the tax system should be seriously
analyzed from the point of view of its impact on families and the
children who live in them. The eight papers included in "Tax
Policy: How Do Families Fare", bring us much closer to that goal.

Among the many critical family:tax related questions addressed
in these papers are:

Since 1913, when the first permanent income tax was en-
acted, how have tax laws affecting families evolved in response
to changes in economic and demographic conditions? [Worneit
and Families as Taxpayers. A History (Rosemary Marcuss and
Rosemarie Nielson, CB0))

Relative to prior years, does the current tax code penalize
families with children? The Tax Treatment of Households of
Different Size (Eugene Steuerle, from "Taxing the Family,

c American Enterprise Institute for Public Policy Research,
1983)

At what level of income do families make the greatest use of
the child care credit? [Federal Tax Policy and the Family. The
Distribution of the Dependent Exemption, The Child and De-
pendent Care Tax Credit, and the Earned Income Credit by Ad-
justed Gross Income Class, Tax Year 1982 (Stacey Kean, CRS)]

Will families with incomes below the poverty line continue
to be subjected to income tax? [Tax Reform and the Family
(Geraldine Gerardi and Eugene Steuerle, Department of the
Treasury)]

Under current law and in the various reform proposals, are
married couples penalized relative to single taxpayers? Are
single heads of household penalized relative to married cou-
ples? Are two-earner couples penalized relative to one-earner
families? [Family Characteristics and Horizontal Equity: A
Comparison of Three Tax Reform Proposals (Gregg Esenwein,
CRS)]

Are large families treated equitably in relation to smaller
families? [Family Characteristics and Horizontal Equity: A

' In 1983, mean pre t.ix rnmma for married Quple families with 4. tuldren was $31,841, mean
after-tax income was $24,824 IBureau of the Census)

(1)
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Comparison of Three Tax Reform Proposals (Gregg Esenwein,
CRS))

Will decisions to enter or leave the work force be affected?
[Implications of Tax Alternatives for Families. How Ten Fami-
lies Fare Under Five Tax Proposals (Martha Phillips, Commit-
tee on Ways and Means)]

Will changes in the tax treatment of dependent care costs
affect all families' ability to meet child care expenses equally?
[Implications of Tax Alternatives for Families. How Ten Fami-
lies Fare Under Five Tax Proposals (Martha Phillips, Commit-
tee on Ways and Means)]

Beyond the current tax reform debate, how do our tax and
income transfer systems compare to those in other countries?
[Financial Help for Vulnerable Families. The Income Transfer
Menu (Alfred Kahn, Columbia University)]

And, finally, would a new "Value added tax" treat all fami-
lies fairly? [The Incidence of a Value-Added Tax on the Family
(James Bickley, CRS)]

We would caution against drawing final conclusions regarding
the total effectiveness of each reform proposal based on these anal-
yses alone. These papers focus on those tax provisions which most
directly affect families and children. The provisions important to
families will interact in complex ways with all the other provisions
in each proposal, and no conclusions should be drawn without look-
ing at the entire proposal.

Finally, these papers do not include any analysis of the most
recent Administration proposal, Treasury II, which appeared subse-
quent to our request for these papers. Also, some of the reform pro-
posals which are included have since been modified, which we have
noted where appropriate.

We are grateful to the Women's Research and Education Insti-
tute [WREI] for making available four of the papers that appear
here, which were originally presented at a conference, "Federal
Tax Policy. What's In It For Women and Families," sponsored by
WREI in cooperation with the Family Impact Center. The other
three papers were commissioned by the Select Committee on Chil-
dren, Youth and Families from the Congressional Research Service.

GEORGE MILLER, Chairman.
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PATRICIA SCHROEDER.
LINDY BOGGS.
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WOMEN AND FAMILIES AS TAXPAYERS: A HISTORY

Rosemary D. Marcuss and Rosemarie M. Nielsen*

INTRODUCTION

An investigation into changes in the relative status of women
and families among major contributors to our federal income tax is
well served by a look at the history of the tax. The federal tax code
reflects the political process in which the need for revenues urces
compromises on social, economic, and administrative issues. Since
1913, the course of the federal income tax has been one of continu-
ing adaptation, slow and incomplete, but adaptation nonetheless.

As contributions of women and families as taxpayers continue to
change, so most likely will their official status within the federal
tax code, as Benjamin Disraeli said, "Finality is not the language
of politics." Future adaptation of the income tax will undoubtedly
share some of the characteristics of its antecedents. In this paper
we sketch the history of six components of the income tax that
have particular, but not unique, application to women and families.
the tax rate schedules, the personal exemption, the zero bracket
amount (or standard deduction), the dependent care credit, the
earned income credit, and provisions addressing divorce.

There have been significant changes in these provisions begin-
ning soon after 1913, when the stage was set for the federal income
tax by the ratification of the Sixteenth Amendment. The language
of the tax code is now virtually gender-neutral, but this was not
always the case. Social attitudes and expectations change slowly.
The growing numbers of women working outside the home (par-
ticularly mothers of young children) and the increasing incidence
of divorce are two of the many manifestations of such change.

What vantage point and what analytical tools best prepare par-
ticipants for the productive pursuit of better tax compromises?
Economists propound three tax policy goals. equity, efficiency, and
simplicity.' These provide a useful analytic framework for the dis-
cussion of tax policy changes, even for those who share the suspi-
cion that the proponents, economists, "exert a minor and scarcely
detectable influence on the societies in which they live" (Stigler,
1982, p. 63). These goals are generally accepted as desirable and im
portant, but there is a tension between them that can't be elimi-
natedas this look into the histories of income tax provisions will
reveal.

Rosemary Mari.uss rs Asststant Direv.tvr. Tux Auulvsu Do, Loot,. Congressional Budget Oftive
and Rosemarie Nielsen is an Analyst In the Tax Analysis DOolblVri of the Congressional Budget
Wax, The views expressed in this papir are thost, of the authors and du not represent the posy
tion of the Congressional Budget Office.

Roughly, Nutty requires that those wall equal taxpayaq; ...apauaties pay equal taus and
those with unequal t.apaLatiesdu not Efilview-y requires that the tax Lindell not depend on
sources ur uses or tneurne. Simplmty speaks for itot If. Its beet, wiled everybody s set.una Javak.e.

8
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The major elements of the federal personal income tax system
that determine tax liability are the definition of income, the allow-
able deductions and exemptions from income, the tax rates, and
the credits allowed against the tax. The three elements most direct-
ly affecting the tax treatment of families relative to othersthe
various tax rate schedules, personal exemptions. and the zero
bracket amount for standard deduction)are discussed first. Then,
three components of the income tax affecting many womenthe
recognition of child care expenses as costs of earnizig income, re-
duced taxes on earned income, and the treatment of divorceare
outlined.

THE TAX RATE SCHEDULES

Marital and family status are only two of a large number of cri-
teria affecting federal income tax liability, but they have the
unique distinction of determining which rate schedule the taxpayer
faces. There are now four rate schedules. for joint returns ana sur-
viving spouses, for heads of households, for single individuals, and
for married people filing separate returnslisted here in increas-
ing order of steepness of rates.2 A head of household is an unmar-
ried person who maintains a home for a child, grandchild, or any
other relative who is a dependent.

A tax system primarily must raise sufficient revenue and be gen-
erally acceptable to taxpayers. Three income tax principles pro-
gressivity, equal tax burden on taxpayers with equal incomes,2 aad
indifference to marital status'affect acceptability, but in chang-
ing ways. These goals conflict, movement toward one often entails
movement away from another. Further, generally accepted views
about what is fair change over time. The history of the income tax
code is one of the difficult forging of agreement, among legislators
faced with competing goals and changing public opinion. This was
certainly the case in the changes over time in the basic building
blocks of the federal tax system, the definitions of taxpaying units
for application of the progressive tax rate schedules.

The four tax rate schedules listed above did not exist when the
first permanent federal income tax was enacted in 1913. Indeed,
the individual was the only formally recognized taxpaying unit in
the federal system until 1948, when the family became the taxpay-
ing unit for most married couples. Over time, finer distinctions
among units were made and later realigned. Public discussion, ad
min istrative initiatives, legislative responses, and judicial decisions
had addressed these issues long before 1913 and will continue to do
so as long as there is a need by the government for revenue.

The only taxpaying unit specified in the Income Tax Act of 1913
was the "citizen" or the "person". Only one progressive rate struc-
ture was provided. The "individual" was again confirmed to be the
only taxpayer in the Revenue Act of 1916. In 1918, married couples
were granted the right to file a joint tax return. However, they
were required to use the same progressive rate schedule as others,

2 Steepness of tax rates lb a baba., but nut flit uuly, deternuiwut of piugresso.it). Em.lus,uns
from income also affect progressivity.

3 Sometimes referred to as horizontal equity
4 Sometimes referred to as marriage neutrality
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with a combined exemption that was lower than two individual ex-
emptions, making the option undesirable in most cases.

THE ALLOCATION OF FAMILY INCOME

In most families rezources are shared. In these cases, it's reason-
able to consider family income, rather than the separate incomes of
the individuals in the family, as a measure of the family's ability to
pay taxes. When each spouse was taxed as a separate taxpayer,
families with the same combined income had different tax liabil-
ities when their income was divided differently between the
spouses (because of the progressive rate structure). In other words,
the ability of such families to pay taxes was differentiated with ref
erence only to the income recipient. This resulted in direrent tax
liabilities for some fa.nily units with similar combined incomes,
which failed to satisfy the principle of equal taxation of equal-
income families.' This also reduced efficiency in that it created an
incentive for spouses to shift income to one another.

In community property states, state law accorded each spouse a
legal claim to all family income regardless of source. Families in
these states began to divide family income evenly between the
spouses for federal income tax purposes to reduce the family's tax
liability (again, because of the progressive rate schedule). In other
states where spouses did not automatically have a legal claim to
family income, legal assignment of family income between spouses
could accomplish the same reduction in federal liability. Income
from propertyrent, dividents, and interestcan always be trans
ferred to another taxpayer if the owner of the income-producing
property is willing to give the title to the property to this person.
In these other states, the transfer of earned incomewages, sala-
ries, and professional feeshowever, required a contractual ar-
rangement.

In 1930, the Supreme Court ruled on the issue of assignment of
earned income between spouses in Lucas v. Ear1,6 by forbidding all
shifting of such income to another taxpayer, even a spouse, for fed-
eral income tax purposes. Families with property income could still
shift that income between spouses but now families with only
earned income were typically unable to shift income, unless they
resided in community property states.' The principle that couples
with equal incomes should pay the same tax was still not satisfied.

The geographic character of the difference in tax treatment of
couples with equal combined incomes was a source of contention
from the inception of the tax. As mentioned above, residents of
community property states where Splitting their income (regardless
of source) for tax purposes. Their tax liabilities were lower than
those of families with similar incomes from the same sources but
living in common law states. an 1930, there were eight community

It tan be argued thus Jae actual miptent of the ini.urne is the pruper taxpaying unit, hut tin,
larger family. bet.ause ,among tither reitsuns, the individual retains ultimate i.untru' over the
use of the Income. In fact, the ini.ume of 1. bald re n treated this way fur federal ini.ume tax
purposes.

6 281 U.S. III (1930).
Families operating dusely held businesses Ur flifrilly farms i.uuld, effet.t., Shure euer,ed

income for federal income tax purposes, but most families were not so engaged,

110
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property states,8 and forty common law states.) In Poe v. Seaborn
(1930), the Supreme Court affirmed the legality of this practice.
The Court held that spouses in community property states were, in
fact, taxable on one-half of their combined income for federal pur
poses, nullifying for these taxpayers the prohibition on the assign-
ment of earned income to other taxpayers established in Lucas v.
Earl. This ruling confirmed that marriage was determinative of
federal taxpaying status, at least for the taxpayers who could
reduce their tax liability by splitting earned income. (The govern-
ment had argued in favor of taxing all community income to the
husband on the grounds of his presumed management of and con-
trol over it.)

Now, in community property states, a couple's tax liability would
be exactly twice that of an unmarried taxpayer with half the cou-
ple's total income, and exactly equal to that of other equal income
couples in these states, regardless of the allocation of income be-
tween spouses. In common law states, these relationships wouldn't
hold because aggregation and splitting of income were not avail-
able to married couples. The federal tax system was no longer neu-
tral toward marital status for taxpayers in community property
states, because marriage there usually decreased a couple s tax li-
ability. (At that time, the great majority of families had only one
earner.) Many common law states considered adopting community
property systems to provide the benefits of income splitting to their
residents. Some actually did so.

The geographic disparity in tax liabilities was untenable. This,
along with the persistent practice of families to reduce their tax li-
abilities by transferring property between spouses (especially as
rates climbed), led the Treasury and later the House Ways and
Means Committee (in 1941) to propose mandatory joint filing for
husbands and wives living together. Under these proposals, the
couple's combined income was to be taxed at the same rates ap-
plied to single individu..-1s. incomes. Tax liabilities would rise for

icouples in community property states and for all couples in which
both spouses received income, because aggregation of their incomes
(without income splitting) would move then into higher rate brack-
ets. In other words, under the proposed system, marriage would in-
crease the tax liability of all pairs of taxpayers with independent
sources of income. The propos& was defeated in the Senate, the
income splitting dilemma would require a different resolution at a
different time.

The first round in the resolution came when the Revenue Act of
1948 permitted all married couples to aggregate their income and
deductions and file a joint return. Their tax liability was set at
twice that of a single person with one-half of the couple's income.
In other words, the long-established ix practice of couples in com-
munity property states of aggregation and income splitting was of
ficially extended to those in common law states. The incentive for

"The Lommunity property system lb al legimy of the Spanish inclueme in the western Unit..-4
States. Under this system. eai.h spouse has a right to one-half of the i.ouple's Joint amorne, re-
gardless of the suume This implied the priniple of equal tax liiibilay for uupl with equal
imorne residing in the eight states in who... the b)btea, was established All other state., hod
un.,,vn law s,tsterns derived (cum English law, a, wha.h rnd..tdua1 proved, rights prevailed,

"282 U.S. HA 119301
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do-it-yourself splitting of family investment income via property
transf,;rs between spouses was removed. The principle that equal-
income couples should be taxed equally was established by accept-
ing the community property assignment of income of both spou.,es
for federal tax purposes. There were now two tax rate schedules,
the individual schedule and the joint return schedule with rate
brackets twice as wide as the individual schedule bracket. The pro-
gressivity of the income tax was reduced. While aggregation and
income splitting are often viewed as tax preferences to support
families, their enactment was obviously the result of a wide variety
of other pressures, legal and administrative as well as social.

The major change in the taxpaying unit in 1948 effectively intro-
duced a type of single penalty, yet the relationship between the tax
liabilities (burdens) of single and married taxpayers was hardly dis-
cussed at the time. A significant tax reduction was given to couples
in common law states. In addition, a type of marriage bonus was
introduced. marriage would reduce or leave unaffected the tax li-
ability of individuals regardless of state of residence.

Whatever the origin of the 1948 changes, the tax treatment of
unmarried taxpayers supporting dependents was soon considered to
be out of line with the special rate schedule made available to mar-
ried couples. In 1951, a new rate schedule was created for unmar-
ried heads of households supporting dependents, children, or other
descendents in their homes. This schedule provided approximately
one-half of the advantage of income splitting. Now there were
three rate schedules. the head of household, the joint return, and
the single taxpayer schedule. The introduction of lower head of
household rates seemed to lend credence to the view that the in-
creased cost arising flour family responsibility was the politically
accepted justification for income splitting by married couples."
This argument, however, had not been central to the debate on the
1948 act.

A MARRIAGE PENALTY

The 1948 and 1951 changes made the rate schedule faced by
single people. seem unji.5tifiably steep compared to those for mar-
ried and head of household taxpayers. Middle-bracket single tax-
payers bore tax liabilities as much as 42 percent above those of
couples with the same combined income. Differentials this high
came to be considered unacceptable, even by many who believed
that a higher tax rate for single people could be justified on
grounds of lower living costs. By the late 1960s, pressure to reduce
the single taxpayer rates led to the extension of some of the bene-
fits of income splitting to them in the Revenue Act of 1969. A new
lower tax rate schedule was made available to all unmarried tax
payers, which brought their liabilities to within 20 percent of those
of married couples with the same combined taxable income. Be-
cause all spouses with roughly equal incomes would find the new
single taxpayer rates preferable to the joint return rates, married
taxpayers filing separate returns were now required to use the old

" One objeettun w invume bplitting has been that the pratutpal benefa,tartt.-.±. one-eurnet uu
pies. ttAuttlly have relatively highet real atomics when the nontaxed btaN14.1.'S of the bpuust.
working in the home aro taken into consideration.

12



9

individual taxpayer schedule instead. This was retained as the
fourth rate schedule.

After 1969, the incidence of married two-earner couples increased
substantially. These taxpayers now incur red a new marriage penal-
ty: if their combined income was allocated between them more
evenly than approximately 80 percent-20 percent, their combined
tax liability would be higher than that of two unmarried individ-
uals with the same incomes. In other words, the tax liabilities of
these individuals would increase if they married, or decrease if
they divorced." Couples with more uneven earnings would get a
marriage bonus (a reduction in tax liability), measured relative to
two unmarried individuals with like incomes. The penalty or bonus
could be substantial. The marriage )enalty in 1979 for two-earner
couples with an income greater than $80,000 and evenly split be-
tween them could exceed $4,600 (Feenberg, 1983, p. 37). As more
unmarried two-earner couples chose to establish joint households,
these differentials became harder to justify.

In 1981, the Congress enacted a new deduction intended to
reduce the disparity in tax treatment between single-earner and
two- earner married couples and to reduce the disincentives for po-
tential second-earners to enter the labor force. The deduction is 10
percent of the earnings of the lot :r- earning spouse up to a maxi-
mum deduction of $3,000. The deduction is consistent with the rec-
ognition that a nonworking spouse provides the family with income
in nonmonetary form and with the belief that the higher costs of
earning their income possibly incurred by the two-earner couple
should be recognized as a reduction in their ability to pay taxes.

This marriage penalty could have been reduced by giving mar-
ried couples the option of filing separate returns at lower rates, or
by retaining joint filing but adjusting tax rates and reducing pro-
gressivity. Separate filing entails some serious complications, such
as the need for rules for allocating itemized deductions between
spouses. An adjustment of joint-filer rates was precluded in 1981 by
the wellestablished commitment to substantially reduce all tax
rates across the board.

The new deduction, like earlier reponses to marriage penalties
(and bonuses) is a rough compromise. It is not well focused on those
affected by this marriage penalty, and incidentially increases the
size and incidence of marriage bonuses. It also fails to eliminate
the marriage penalty for most taxpayers. As more married couples
earn substantial and similar incomes, pressure to further address
this issue may grow.

THE TAXABLE INCOME THRESHOLD

The burden of the income tax on individuals depends on exemp-
tions and deductions as well as on tax rates. One useful measure of
tax burden is the effective tax rate, or taxes as a percent of income.
The exemptions and the rate schedule jointly determine the pro-
gressivity of effective tax rates. The minimum level of income at
which federal income tax liability is incurredthe taxable income

" This type of marriage penalty is the imaientul re.. It of any preferene- fur single taxpay
ers.
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thresholdis determined for most taxpayers by the sum of allow-
able personal exemptions and zero bracket amount (or standard de-
duction). A personal exemption is allowed for each taxpayer and
for his or her spouse. Additional exemptions are allowed for each
dependent claimed by the taxpayer. For 1985, each exemption is
$1,040. The zero bracket amount (ZBA) is, in effect, a deduction
given to each taxpayer that varies according to tax filing status. In
1983, about 37 percent of taxpayers itemized their deductions; that
is, they had personal deductions in excess of the ZBA. For 1985, the
ZBA for single taxpayers and heads of households is $2,390, for
married couples filing joint returns, $3,540.12

The personal exemption was introduced back in 1913. The stand-
ard deduction (later to become the ZBA) was introduced in 1944
along with significant World War II tax increases. Historically, the
personal exemption and the standard deduction often have been
used as alternative lepers for simplifying the tax code and provid-
ing relief from taxation for low-income taxpayers. Therefore,
changes in the personal exemption are best described along with
coordinated changes in the standard deduction. They are discussed
separately here only for organizational ease.

PERSONAL EXEMPTION

The Income Tax Act of 1913 contained a personal exemption of
$3,000 for each taxpayer and $1,000 for his or her spouse. A de-
pendent exemption was proposed but dropped. The "normal" tax
rate of 1 percent was accompanied by a progressive surtax of 1 to 5
percent. The original very high personal exemption played the role
of both the present exemption and the zero bracket amount in es-
tablishing the tax-exempt level of income. It was sufficiently large
so that only a small portion of citizens owed any tax, which wasn't
lost on Senator Henry Cabot Lodge; he called it the "pillage of a
class" (Blakey and Blakey, 1940, p. 89). In 1916, the extra $1,000
exemption was extended to "heads of families" (single taxpayers
supporting at least one person closely connected to the taxpayer).1

A reduction in personal exemptions to $2,000 for couples and
heads of families and $1,000 for unmarried individuals in 1917 was
part of an effort to raise the revenues needed to finance World War
I. At the same time, an exemption of $200 for each dependent was
added (see Figure 1). The lower threshold brought many more tax-
payers into the system.

12 A taxpayer doesn't actually ulculate his or her ZBA, it is built tate the tux rate bt,hed-
uleshence the title, zero bracket amount.

" The connection was required to be by blood, mart uiEw, et adoption or three& legal or
moral obligation (Bittker, 1975, p. 1446),
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During the prosperous 1920s, as the need for revenues lessened,
personal exemptions were increased. By 1932, the good times were
long gone. The single and head of family exemptions were lowered
to shore up depression-reduced revenues by extending the tax to
more taxpayers. The dependent exemption rose, but remained low
relative to the other exemptions. In 1939, the exemptions for single
taxpayers, couples (and heads of families), and dependents were
$1,000, $2,500, and $400 respectively. By 1944, the first two had
been reduced to $500 and $1,000, and the dependent exemption had
been increased to $500. For the first time, the exemptions were
equal on a per capita basis. This alignment was retained in subse-
quent acts and persists today." The establishment of per capita
equality in 1944 was part of an effort to simplify the code as the
tax was being extended to many new lower-income people to meet
wartime revenue needs.

In 1948, the exemptions were raised to $600 for single taxpayers
and dependents and $1,200 for couples and heads of families. They
remained at these levels until 1970. During the intervening years,
the real value of the exemptions eroded dramatically as the price
level rose and, along with it, incomes and itemized deductions. Ex-
emptions were further increased in the early 1970s and again in
1979. The Economic Recovery Tax Act of 1981 initiated the index-
ation of exemptions to the Consumer Price Index, but the effective
date was held off until 1985 This year, the single and the depend-
ent exemptions have been increased by $40 to 1,040 and the mar-
ried joint filer exemption by $80 to $2,080 via indexation.

Dependency status. The definition of a dependent for current
federal income tax purposes differs from that originally specified in
1917. The first dependent had to be under 18 years of age or a men-
tally or physically incapacitated child. Within a year, the definition
was broadened to include any closely related person meeting either
qualification. In 1944, the definition was further broadened to en-
compass all closely-related people for whom the taxpayer provides
more than one-half of total support.' 5 The removal of the limits on
age, and on self-support for child,. .1 at this time, allowed college
students to qualify for the first time. Since 1917, the definition of a
dependent has been progressively broadened to encompass ex-
tended family obligations beyond those legally binding on the tax-
payer.

Families of different sizes. Personal exemptions cause family
tax liabilities to vary with family size. This, however, is a crude ad-
justment for family taxpaying ability. The expenses associated with
a child are most cogently measured for a family at the subsistence
level, at that level, the costs are necessary, not discretionary. For
families of different size., at the subsistence levels, the ZBA and
combined exemptions .:an play the role of ensuring that the family
has a zero income tax liability. (During the 1960s and 1970s, Con-
gress increased the taxpaying income threshold for the explicit pur-
pose of making it nearer to the poverty level of income, this has

"In une sense, dependent t hildreu are treated preferentially betaioe their intumeb are not
aggregated withithhedoetpthelridfeanmtisly,trnies:mne,tieanrienewdasbyletsshettr iptnarento

h $300. The grubs Ink.urrie limit, whith
hub !ken rathed $1,000, 61b nu longer applwabit lv taxpayers thildien who art yuunger
than nineteen or fulltime students,
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not been the case, however, during the 1(..s.80s, during which the tax-
paying threshold for families has continued to fall below the pover-
ty level of income.)

Standard deduction or zero bracket amount. In its earlier for-
mulation as the standard deduction, the ZBA could be recognized
more easily as a deduction that can be taken in lieu of all itemized
personal deductions. It was introduced in 1944 at 10 percent of ad-
justed gross income (AGI), with a maximum deduction of $500, as a
means of reducing complexity when many more lower-income
people were becoming taxpayers. In 1944, the number of taxable re-
turns had increased tenfold over the previous five years, lower per-
sonal exemptions, reduced to finance the war, had brought more
people onto the tax rolls (Goode, 1976, p. 174). During the first few
years after 1944, oyer 80 percent of taxpayers used the standard de-
duction. Its relative value fell during the 1950s and early 1960s as
the percentage of AGI remained constant while itemized deduc-
tions continued to grow.

From its introduction in the Revenue Act of 1964 until the late
1970s, the minimum standard deduction was calibrated to poverty
thresholds (Joint Committee on Taxation, 1978, pp. 38-39). After in-
creasing steadily during the early 1970s, the two (single and joint-
filer) standard deductions became flat dollar amounts and were in-
corporated into each tax rate schedule in the form of a ZBA."

In 1964, the minimum standard deduction was $200 for both
t,ingle taxpayers and joint-filers plus $100 per exemption. The
standard deduction available to the taxpayer was the larger of this
or the older percentage deduction and was capped at $1,000. The
taxable income thresholds were set at roughly the poverty levels
for unmarried individuals and couples. The minimum standard de-
duction for single taxpayers was set at more than half that for
married couples filing joint returns because the poverty level for a
single person maintaining a separate household is greater than
one-half that of a couple. A new non-itemizers' marriage penalty
for two-earner married couples compared with two similar earners
who are not marriedwas created as a byproduct of the alignment
of the minumum standard deductions with the poverty levels. This
penalty persists in the current tax code, in 1985, two-earner cou-
ples who do not itemize deductions could reduce their taxable
income by $1,240 if they divorce.

Beginning in 1969, the percentage standard deduction and the
minimum standard deduction " were raised periodically to keep
the tax-exempt levels of income near the poverty levels, which
were increasing with the price level. By 1971, the minimum stand-
ard deduction was a flat $1,300 for all taxpayers and was no longer
related to the number of exemptions. In 1975, the single taxpayer
and married taxpayer !joint- filer) minimum standard deductions
were once again differentiated, and were raised to $1,600 and
$1,900 respectively. Two years later, the standard deduction (effec-
tively a percentage of adjusted gross income with maximum and
minimum levels) was replaced by the ZBA. By 1979, the ZBA was

" Instead ul subtraLting all Atomized deduLtions friar, adjusted gross 110..umt, as heron, taxpay-
ers choosm¢ to itemize now subtract only itemized deductions in excess of the ZBA.

"The minimum standard deduction was often called the low income allowaiii.e.
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$2,300 for single taxpayers and $3,400 fur married couples filing
joint returns (like the personal exemption, it is now indexed to the
Consumer Price Index).

During the 1970s, the benefit c. increases in the tax-exempt
levels of income moved toward single taxpayers and childless cou-
ples and away from large families. Between 1970 and 1984, the
ZBA increased approximately 110 percent for single returns and
210 percent for joint returns, while the personal exemption in-
creased only 60 percent.

CHILD CARE AND HOUSEKEEPING EXPENSES AS COSTS OF EARNING
INCOME

The base of the income tax is net income; that is, gross income
with a deduction for the costs incurred in earning this income.
Most personal consumption expenditures are not deductible," but
it is not always easy to distinguish between costs of earning income
and personal consumption expenditures. One major task for tax
policymakers, therefore, is to decide which expenses are properly
deductible.

There is no unambiguous formula for making these decisions, be-
cause many business expenses also provide personal consumption,
such as country club dues or business lunches. Similarly, many per-
sonal expenditures likely to be made under any conditions are also
necessary for employment, such as expenditures on clothing and
meals away from home.

Expenses for child care are among those that are hard to catego-
rize. While necessary for the employment of some taxpayers, other
taxpayers pay for child care even though only one parent works.
Further, the decision to have a child is like a personal consumption
decision in many ways. The problem for tax policymakers is to
decide which child care expenditures are necessary for earning
income and which are not.

Past legislative responses to this issue have reflected the judg-
ment that child-care expenses are required if single parents and
low-income couples are to support themselves and their children.
The case has been judged less clear for married couples when the
primary wage earner is able to support the family. Until 1954,
child care expenses could not be deducted even if they could be
shown to be necessary for gainful employment. The issue had been
raised many times, but Treasury rulings and Court decisions had
not allowed deductions for these expenses. The Internal Revenue
Code of 1954 created a deduction, but didn't place it on equal foot-
ing with other expenses of earning income. Instead, the act allowed
an itemized deduction for child care expenses and limited it to
cases where it was felt that child care costs were necessary for sup-
porting the family. The full deduction (up to a $600 annual limit)
was allowed for all single parents and lower-income married tear -
ents when both worked. The maximum deductiva for married cou-
ples was reduced as family AGI increased, and the deduction was
further limited to the earnings of the spouse with lower earnings.

" Exceptions are itemized deductions, such as aiterest. state and lut,i1 taxes, medical ex
penses, and charitable contributions.
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Although these limits targeted the credit toward lower-income
married couples, few of these taxpayers actually benefited from it
because they did not itemize deductions.

In 1963 and 1964, the Congress extended the deduction to women
who had been deserted by their husbands (and were treated as
single parents) and to working husbands with wives who were inca-
pacitated or institutionalized (and were subject to the income limi-
tation of other married couples.) The maximum deduction for two
or more dependents was also made higher than for one dependent.

The child-care deduction was substantially expanded in 1971. For
the first time, household service expenses were also deductible."
The maximum deduction was increased from $600 per year ($900
for two or more dependents) to $400 per month. For married cou-
ples, the family income limitation was also substantially increased,
and the maximum deduction was reduced by only 50 cents (rather
than a dollar, as before) for each additional dollar of AGI. The de-
duction had clearly become a benefit to middle-income taxpayers.
This trend continued in 1975, when the adjusted gross income limi-
tation for married couples was approximately doubled. As the de-
duction became more generous, there was concern that it might be
abused by parents paying children or other relatives for child care.
This led to an explicit restriction: payments to relatives did not
qualify for the deduction if a dependent exemption could be
claimed for the care-giver (even if the exemption was not actually
claimed).

In 1976, the child-care deduction was changed to a credit, making
it available to nonitemizers (as well at itemizers) and increasing its
value for many lower-income taxpayers. The new credit was equal
to 20 percent of dependent care expenses necessary for employ-
ment. Maximum expenses eligible for the credit were $2,000 for
one dependent and $4,000 for two or more. However, no credit was
allowed for older dependents or spouses cared for outside the home
because the credit was not intended to apply to costs of institution-
alization of dependents.2° (Household service expenses ceased to be
treated as a cost of earning income at this point.)

After 1976, payments to nondependent relatives could qualify for
the credit if providing child care was employment according to
social security regulations. This requirement was eliminated in
1978, because the Congress felt that care by relatives (in particular
grandparents) was often superior to that provided by others, and
believed that care by relatives could strengthen family ties (Joint
Committee on Taxation, 1979, p. 64).

The credit remained essentially unchanged until 1981, when it
was increased and targeted more toward lower-income taxpayers.
The credit was still not allowed for institutional care, but day care
outside the home for an incapacitated spouse or other dependent
could qualify. Since 1981, there have been only minor changes in
the credit.

" Household service e:-.penses induded the empluyinent of a dumestic helper in the home
even if the employee performed services to addthun to child are. Payment for the services of a
gardner, bartender, or chauffeur were not deductible. tJoint Committee on Internal Revenue
Taxation, 1982, p. 58.)

" Expenses for instauttonal ',are could be deducted as tilt dernaed deduction fur rneda.al tare
expenses.
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REDUCED TAXES ON EARNED INCOME

At different times, the income tax code has contained provisions
that reduce taxes on earned income. Reductions have been justified
as a way to compensate for the costs of earning wages and salaries,
since deductions for these costs are not fully allowed (a problem de-
scribed above). Reductions have also been viewed as a way of pro-
viding work incentives and alleviating the burden of taxes for
lower-income taxpayers.

Reduced rates on earned income were proposed in discussions
that preceded The Income Tax Act of 1913 (Blakey and Blakey,
1940, p. 94). Subsequently, a credit for earned income was included
in The Revenue Act of 1924 as part of an overall reduction in
taxes. This provision allowed a tax credit of 25 percent of tax liabil-
ity calculated on the assumption that total income was equal to
earned income; the credit was capped at 25 percent of the taxpay-
er's normal tax. This provided assistance to those with low earned
incomes who had other income, since the first $5,000 of taxable
income (regardless of source) was treated as earned income for all
taxpayers. Though only the first $10,000 of earned income was eli-
gible for the credit, the benefits of this provision were not particu-
larly targeted to low-income taxpayers. In fact, the $10,000 limit on
earned income was raised to $20,000 in 1926, and to $30,000 in 1928
(Blakey and Blakey, 1940, pp. 270 and 299). The earned income
credit was discontinued after 1931 because increased revenues were
needed to reduce large deficits (Blakey and Blakey, 1940, p. 332).

A 10 percent credit for earned income was initiated with the
Revenue Act of 1934. The first $3,000 of income from any source
was treated as earned income, and earned income eligible for the
credit was limited to $14,000 (Blakey and Blakey, 1940, p. 363). The
Revenue Act of 1944 repealed the credit in an effort to simplify the
tax and as part of the general tax increase in that year. It was
argued at the time that the complexity that the credit added to the
income tax was not worth the tax savings it gave (Paul, 1954, p.
382). The credit that was repealed proved to be the last earned
income credit intended to reduce taxes for all taxpayers.

Current law allows for an earned income tax credit (EITC), but
this credit differs from the credits of the 1920s to 1940s in both pur
pose and structure. The history of the EITC begins with The Tax
Reduction Act of 1975, in which the EITC was intr....xed as a tem-
porary provision.

In discussions prior to passage of the EITC, several concerns
were expressed. The EITC was intended to provide a work ince.i-
tive and to offset the burden of social security payroll taxes on low
income workers. In addition, it was meant to provide financial as-
sistance to the working poor who had no tax liability. Toward this
aim, the EITC was made refundable. if the credit was larger than
the taxpayer's tax liability, the difference was refunded to the tax-
payer in cash. The House version of the EITC reflected these gener-
al concerns, and was also intended to compensate poor families for
rapidly rising food and energy prices. However, the final version of
the EITC was targeted to specific families. the credit was restricted
to families with children. This was done in part to limit the cost of
the credit, but was also an explicit attempt to target work incen-
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tives to families most likely to be on welfare (Joint Committee on
Internal Revenue Taxation, 1975, p. 33).

The credit was structured to be a percentage of a base amount,
with a limit placed on the base. In 1975, the credit was equal to 10
percent of earned income, with a limit on the base of $4,000. Once
family earned income exceeded the base, the credit was reduced
("phased out") by a fraction of each additional dollar earned. In
1975, the phaseout percentage was 10 percent, so that no credit was
allowed to families with income over $8,000. Eligibility was limited
to wage earners who provided a household for one or more depend-
ent children, with the requitement that the wage earner must be
able to claim the dependent exemption for at least one child.2' Be-
cause the size of the credit depended on family income, married
couples were required to file a joint return in order to receive the
credit (Committee on Ways and Means, January 1976, pp. 1-2).

The Revenue Adjustment Act of 1975 extended the credit
through 1976, and specified that refunds resulting from the credit
were not to be considered income for purposes of deciding amounts
of well ire benefits the family could receive. At that time, it was
felt that reductions in welfare benefits would counteract the effects
of the credit on work incentives for the poorest of families.

The Tax Reform Act of 1976 extended the credit through 1977. It
also eliminated the requirement that the taxpayer must claim a de-
pendent exemption for a child. Instead, the taxpayer was required
to provide half of the cost of maintaining a household that included
a dependent child. It also extended the credit to taxpayers main-
taining a home (and entitled to a dependent exemption) for an
adult disabled dependent (Joint Committe.: on Taxation, 1976, p.
114).

The credit was made permanent in 1978, with a number of signif-
icant changes. First, the maximum base of the credit was in-
creased. Second, the income level at which the credit would be
phased out was changed to allow taxpayers $1,000 of income above
the credit base before additional income reduced the credit. This
improved families' ability to estimate the value of the credit in ad
vance of earning income or collecting income from other sources.

Third, the phaseout percentage was increased from 10 percent to
12.5 percent, which increased the tax burden on additional income
for those affected. Fourth, the act made certain forms of nontax-
able income (such as disability payments) eligible for the credit.
This increased the credit for some families, but pushed other fami-
lies above the income levels eligible for the credit. Fifth, eligibility
was extended to taxpayers supporting adult dependent children
even if not disabled or full-time students.22 Finally, the credit was
classified as earned income for purposes of Aid to Families with
Dependent Children and Supplemental Security Income, reversing
earlier treatment of the credit. This reduced welfare benefits and,
incidentally, work incentives for families on welfare, since in some
instances an additional dollar of income could cost a family more

2' In 1975, the EITC required that a dependent t.hild be under the age of 19 or a full time
student. In order to 4..laim a dependent exemption, the taxpayel wa* retiu.ted 0,, furnish over
half of the child's support.

22 Married couples are required to be eligible fur a dependers.y exemption fur a mild, he, pay
over half of the child's support, not just half of the household costs.
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than a dollar in reduced welfare benefits, the reduced credit, and
increased income and payroll taxes.

The Deficit Reduction Act of 1984 made the credit somewhat
more generous by increasing the credit percentage, and slightly re-
ducing the phaseout percentage. In 1985, the credit is 11 percent of
the first $5,000 of earned income, and is phased out at a rate of
12% percent of income over $6,500.

Over the years, the credit has provided financial assistance to a
large number of poor families. There have been some unforeseen
effects, however. Many eligible families have not claimed the credit
because they do not file tax returns. The credit has also provided a
marriage penalty that is an incentive for married couples to di-
vorce, since some married couples that do not qualify for the credit
jointly could become eligible for two credits if they divorce and file
as single parents.

TAX CONSEQUENCES OF DIVORCE

When a couple decides to separate or divorce, their tz x status
changes. Their tax will depend on how they divide the property
from the marriage and on the levels of alimony and child support.
A couple with children must decide who will claim the personal ex-
emption for each dependent, and who will deduct medical expenses
for the child. The legal relationship between parent and child also
affects eligibility for head of household status, the earned income
credit, and the dependent care credit. In addition, the tax code
complicates decisions to remarry.

PROPERTY SETTLEMENTS

As discussed above, the principle that equal-income taxi....yers
should pay equal taxes regardless of their states of residence moti
vated the change to universal joint returns for married couples in
1948. However, this change did not entirely eliminate geographic
differences in taxes paid, until recently, transfers of property be-
tween spouses in common law states could be taxable, since one
spouse realized a capital gain or loss and the other spouse received
income. (This was less an issue in community property states,
where family property is considered to be jointly owned.)

The taxation of property transfers was particularly troublesome
for divorcing couples. The equal division of community property be-
tween divorcing spouses was not taxable, since that property was
by definition jointly owned. This was also true of equal divisions of
jointly held property in common law states. However, the equal di
vision of total family property in common law states was taxable if
it involved a transfer of legal ownership from one spouse to an-
other. Thus, except in rare cases when; a couple held joint title to
all family property, divorcing couple; in some states were liable for
mare taxes than those in other states.

The Deficit Reduction Act of 1984 changed the tax treatment of
transfers of property between married and divorcing couples.
Transfers now receive the same treatment as gifts between spouses
and therefore allow couples to divide property from a marr:age
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without concern that the division will be taxable." The act placed
couples in common law states on equal footing with those in com-
munity property states.

ALIMONY AND CHILD SUPPORT

Current law allows the deduction of alimony by the payer and
treats the payment as income to the recipient. However, this has
not always been the case. The Revenue Act of 1913 did not explicit-
ly address the tax treatment of alimony and child support. At that
time, only a small percent of Americans paid taxes at all, and rela-
tively few marriages ended in divorce. In 1917 the Supreme Court
rules that alimony payments were not taxable income to the recipi-
ent under the 1913 act. As a result of this ruling the paying spouse
was not allowed a deduction for the payments (Joint Committee on
Taxation, 1984, p. 713).

Federal income tax treatment of alimony changed with the Reve-
nue Act of 1942. This act made alimony payments deductible by
the paying spouse, and taxable to the recipient. Because the payer
was usually in a higher tax bracket than the recipient, this change
reduced the couple's combined tax payments. This change was ex-
ceptional during the period when tax burdens on most Americans
were increasing rapidly. At the time, the payment of alimony out
of after-tax income was seen as an undue hardship that was grow-
ing as tax rates increased (Paul, 1954, p. 298). This change in-
creased taxes for some recipients, but recipients living only on ali-
mony often had incomes well below the taxable income threshold.

In 1942, it didn't matter whether the deduction for alimony was
an itemized (personal) deduction or an adjustment to income like a
business expense. because there was no standard deduction, the
effect of both types of deduction were the same. This changed in
1944, when the standard deduction was introduced. From 1944
until 1976, alimony payments were treated as personal expenses
like home mortgage interest: they were deductible only by those
who itemized deductions. In 1976, alimony became an adjustment
to income for the payer, which made the deduction available to
those who use the standard deduction. There was, however, no cor-
responding change in the taxation of alimony to recipients.

The original decision of the Congress to make alimony an item-
ized deduction rather than an adjustment to income reflected the
judgment that alimony was not a payment for services. This quali-
fication meant that recipients of alimony at that time were denied
the benefits of the earned income credit (except to the extent that
the first $3,000 of income from all sources was presumed to be
earned income). After this credit was repealed, in 1944, the ques-
tion of the classification of alimony as earned income did not
become important again until 1974, when Individual Retirement
Accounts (IRAs) were established. An adjustment to income was al-
lowed for ccntribution to an IRA, limited to a fraction of earned
income. Alimony did not i.icrease this limit. Likewise, when the
earned income credit was created in 1975, alimony was not treated

" Since the Euuraimic Recovery Tax Act of 19s1, gifts between bpuuses have nut been subject
to gift taxes.
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as earned income eligible for the credit, though it reduced the
value of the credit like any other type of income. The Deficit Re-
duction Act of 1984 classified alimony as earned income (compensa-
tion) for purposes of the IRA limitation, but not for the earned
income credit.

Unlike alimony payments, child support payments have never
been deductible to the payer or includible in the taxable income of
the recipient. If the paying spouse is in a higher tax bracket than
the recipient, the couple's total tax liability can be reduced by
structuring the support agreement to include larger alimony pay-
ments and smaller child support payments. A couple can cooperate
to reduce their combined taxes and split the benefits between
them. However, the incentive to do this is limited by the distinc-
tion that alimony stops with remarriage while child support does
not.

Divorcing couples can also avoid tax if they disguise payments
that are really property settlements a., alimony, since the paying
spouse can then deduct large lump-sum payments. To prevent this
tax avoidance, the law until recently required that the payment
must be "periodic." The Deficit Reduction Act of 1984 more clearly
defines the circumstances under which payments from a divorced
spouse are taxed as alimony, child support or property settlements.

WHO GETS CUSTODY OF THE TAX BREAKS

Many provisions of the tax code apply only to parents. For exam-
ple, dependency exemptions, the deduction of a child's medical ex-
penses, the assignment of the parent to single or head-of-household
rates, and elgibility for the earned income and dependent care
credits all depend on whether the taxpayer is supporting a child.

A separated or divorced couple must determine who will claim
the child for purposes of these provisions. The parent with custody
may not be able to benefit from these because of low taxable
income, and might not actually pay the bulk of the costs of sup-
porting the child. In 1967, rules were established for determining
which divorced parent could claim the personal exemption for a de-
pendent child. The parent with custody could normally claim the
exemption, but a noncustodial parent who contributed at least $600
for the support of the child could claim the exemption if the parent
with custody agreed t, this in writing. Without such an agreement,
the noncustodial parent who contributed $1,200 for one or more
children could claim the exemption unless the custodial parent
proved that he or she had contributed more than $1,200. The
burden of proof was on the custodial parent (Joint Committee on
Taxation, 1984, pp. 717-718).

The Deficit Reduction Act of 1984 revised the 1967 rules so that
the custodial parent is presumed to be entitled to the dependent ex-
emption unless he or she agrees to allow the other parent claim it.
Waiving the claim on the dependency exemption does not disquali-
fy the custodial parent from filing as a head of household, or from
taking the earned income and dependent care credits. Under the
act, both parents may deduct medical expenses that they pay for
the childfor this provision, the child is considered to be a depend-
ent of both parents. These new rules protect the claim of the custo-
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dial parent on the dependent exemption, but also reduce the cost if
the parent waives the claim.

REMARRIAGE

The federal income tax contains several provisions that can
make remarriage costly for taxpayers. A notable example is the
one-time exclusion of capital gains on a home, established in 1964.
The law allowed taxpayers over age 65 to exclude from tax up to
$20,000 of the capital gain on a home. At first, this provision did
not complicate remarriage for many taxpayers, since relatively few
taxpayers divorced and remarried after age 65. In 1978, when the
age was lowered to 55 and exclusion increased to $100,000, far more
taxpayers were affected. A married couple may take the exclusion
once one spouse turns age 55. Thus, a younger spouse may benefit
from this exclusion even before age 55. If the couple then divorces,
remarriage to a taxpayer who has not yet taken the exclusion
would deprive the new spouse of the exclusion altogether (if the
couple files jointly), or of a portion of the exclusion (if they file sep-
arately). The limit on the exclusion for a separate return is half of
that for either a joint return or the return of a single person.

CONCLUSION

From 1913 through World War II (with only a few periods as ex-
ceptions), the federal income tax was adapted to a growing need for
revenues. As more people become taxpayers and tax rates rose, pro-
visions of the income tax were revised and revised again to mini-
mize inefficiencies and reflect views about fairness. Beginning in
the 1960s, more married women, especially married women with
children, began to work outside the home. Divorce became more
common. Revisions in the tax code in response to such changes
have been incomplete, slow in coming, and often unwordinated.

Women and families are affected by the federal income tax
mostly because they constitute a majority of taxpayers, but also
importantly because they play some special rules in society (such as
being second-earners and providers of child care) while contribut-
ing directly and substantially to national income. Increasingly as
heads of households and as second earners in two-earner families,
women face higiie.r effective tax rates on their income after em-
ployment-related expenses than their unmarried counterparts, es-
pecially those without dependents. While further revisions in the
income tax must encompass many provisions not mentioned here,
the necessary trade-offs between equity, efficiency, and simplicity
will be the same.
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THE TAX TREATMENT OF HOUSEHOLDS OF DIFFERENT
SIZE*

Eugene Steuerle**

Perhaps no change in the nation's tax laws has been more signif-
icant yet less recognized than the shift since the late 1940s in the
relative tax burdens of households of different size. For both single
and married persons with dependents, the tax burden has grown
dramatically relative to households without dependents, whether
measured by dollars or by average tax rates. Even the much her-
alded "marriage penalty" resulted less from an actual shift in rela-
tive tax burdenssingles received a tax reduction of only about
$240 million in 1971 when income splitting was abandonedthan
from the recognition by two-earner couples that they were not re-
ceiving the same tax treatment on a per-earner basis as were
single individuals and unmarried couples.'

This shift in the tax burden of households of different size came
about in subtle ways, without, as far as I can determine, any ex-
plicit debate by policy makers about the shift or even about wheth-
er it was intended. The shift occurred primarily because of a pas-
sive public policy toward dependents of taxpayers. personal exemp-
tions were kept relatively constant while incomes of taxpayers in-
creased substantially.

Perhaps one reason for this passivity has been the decline in av-
erage household size over recent decades. Certainly the rapid in-
crease in the number of one- and two-person households would
make less controversial the increased relative tax burdens of
households with three or mote members. Another factor may have
been the lack of agreement on the proper tax policy regarding de-
pendents. Although numerous theories are espoused, they often
produce contradictory results. In examining these various theories,
I conclude that there is more than a reasonable basis for granting
tax allowances on the basis of household size and that these allow-
ances are appropriate at all income levels. I tend to prefer exemp-
tions over credits and find partial income splitting to be as justified
for dependents as for spouses. But those views are less strongly
held than my belief that, whatever the type of tax allowances, it
should be large enough to compensate adequately fur must differ-
ences in ability to pay, at least between households with depend-
ents and households. without dependents.

' From "Taxing the Fam4," American Enterprise For Public Palm), Research, llht3
Office of Tax Analysis, Department of the Treasury

1 am grateful to liar tde) Calper, Graham Patterson. Errol Sank), and Era. Totter tor helpful
comments and dita-ussants. The %, ovb txpresseu art thine ot the uulfivt and du out reflett Treas-
ury policy

Footnotes pi end or article
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CHANGES IN FAMILY ALLOWANCES, 1948-84

The principal means by which the Tax Code adjusts for family
size is through the personal exemption. The personal exemption
currently is $1,000 and is scheduled to stay at that level until 1985,
when it will be indexed for inflation. In 1948, however, the person-
al exemption was $600. If the personal exemption had been indexed
for income growth since 1948in other words, if the exemption
were to offset the same percentage of per capita personal income
today as it did in 1948then it would equal $4,600 in 1981 and rise
to about $5,600 in 1984.

By almost any measure, this decline in the personal exemption
has been the largest single change in the income tax in the post-
war era. Exemption on taxable returns originally reduced the tax
base by about 24 percent of total personal income during each year
of the period from 1948 to 1945; today, the reduction is only about 8
percent. Even those numbers understate the magnitude of the de-
crease because exemptions formerly excepted large portions of per-
sonal income for nontaxable households as wel1.2 Indeed, the in-
crease in the tax base due to the decline in the personal exemption,
and the accompanying decline in adjusted gross income [AGI] of
nontaxable individuals, completely offsets the much more widely
recognized decline in the tax base from all other sources. increase
in net exclusions from AGI, itemizations, standard deductions, and
credits.3

Changes in two other major tax provisions have had much small-
er, although significant, effects on the distribution of tax burdens
among households of different size. First, tax rate schedules have
been altered. Prior to 1948, there was only one rate scheduled for
married persons, heads of households, and single persons, if both
spouses had incomes, however, they could file separate returns.
Income splitting was available only in community property states.
In 1948, income splitting was made universal for married persons,
and in 1969 the rates for singles were lowered, thereby reducing
the "single penalty" and increasing the "married penalty." For
1982 and thereafter, married couples will be allowed a partial de-
duction for the earnings of the spouse with lower earnings.

Second, there have been frequent changes in the zero bracket
amount [ZBA] or standard deduction. Currently, the ZBA differs
between joint returns on the one hand and the returns of singles
and heads of households on the other. Like the tax rate schedules,
there has never been an adjustment in the maxinium amount of
standard deduction or ZBA according to the number of dependents,
whether cared for by married persons or Single persons as heads of
households. Thus, whenever family size adjustments are made
through the ZBA, they tend to allow no reduction in tax liability
for dependents.''

Although the standard deduction or ZBA was increased many
times, especially in the 1970s, it offsets only a slightly larger por-
tion of personal income than it did in the early 1950s. Standard de-
ductions on taxable returns equaled about 4.5 percent of personal
income during each year of the period, 1947 to 1953, fell to about
2.6 percent by 1963, rose to a maximum of 7.3 percent in 1977, fell
again to about 5.4 percent by 1981, and under current law will fall
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continually relative to income after 1981, although at a reduced
rate after indexing is introduced in 1985.

Tables 1 and 2 demonstrate the net result of changes in exemp-
tions, tax rates, and ZBAs (or standard deductions) on the tax bur-
dens of households of different household size. Table 1 compares
taxes for households with incomes equal to median family income,
assuming that a constant percent of income represents itemizable
expenses. During the period from 1948 to 1981, and extrapolating
to 1984, the tax burden of singles grows at a slightly lower rate
than the tax burdens of joint returns with no dependents. As a per-
cent of total income, however, the increase in tax burden for both
is just under 5 percent. For households with dependents the change
is much more dramatic. For joint returns and heads of households
with two to four dependents, the increase over the same period
ranges between 8.3 percent and 10.1 percent of income. Indeed, in
1948 most of these households paid no tax at all.

These changes in relative tax burdens are persistent throughout
the whole period, 1948-1984. For instance, single persons and mar-
ried couples with no dependents are scheduled to face essentially
the same average tax rates in 1984 as they did in 1960. For house-
holds with dependents, however, average rates rise dramatically
over the same period. A couple with two dependents has an in-
crease of about 43 percent (from 6.9 percent to 9.9 percent) in its
average tax rate, while for a couple with four dependents the in-
crease equals 223 percent (from 2.6 percent to 8.4 percent).

In table 1 it is assumed that all households have incomes equal
to median family income and that they itemize their deductions. A
similar shift in relative tax burdens shows up at other income
levels as well. Table 2 shows the shifts by household size in the
minimum levels of income for which taxpayers owe any tax liabil-
ity at all. These tax-exempt levels of income are determined by the
standard deduction or ZBA and the personal exemption.5
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TABLE L-TAXES FOR HOUSEHOLDS WITH MEDIAN FAMILY INCOME, BY FILING STATUS AND NUMBER OF DEPENDENTS, 1948-84

Mc fry
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income
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1948.. 3,187 300 17 208 65 9 03 0 00 109 34 0 00
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5.620 780 139 625 11.1 385 69 145 26 511 91 265 47
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TABLE 2.-TAX-EXEMPT LEVELS OF INCOME BY FILING STATUS AND NUMBER OF DEPENDENTS,

1948-84

[Amounts m Car Si
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personal
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0 dependents

hot

2 dependents 4 dependents

Head of household

2 dependents 4 dependents

Year
1948. 1.425 661 1.333 2.667 4,000 2.000 3.333
1954 1.783 667 1.333 2.667 4.000 2.000 3.333
1960. 2.226 667 1333 2.667 4,000 2,000 3.333
1966 .. 2.992 900 1.600 3.000 4,400 2.300 3.700
1972. 4.555 2.050 2.800 4300 5.800 3.550 5.050
1978,- 7.811 3/00 5,100 7.200 9,200 5 200 7,200
1981.. 10.900 3,300 5.400 1.400 9,400 53011 7300
1984, 13.208 3,300 5,400 7.400 9.400 5.300 7.300

Percentage change

1948-84 . ,, , +827 +395 +305 +117 +135 +165 +119

t tor conststency. per capita persona! mete for 1981 and 1984 were protected to ntvease al the same rate as rned,a income rn tabie

Sawa -Fa. per capita personal lune -0 '4 &mt. al Lome. 1hr /Woke intlIfft irw Plutt Actuma ui I cbtea $teey. Jon? a
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Although the ZBA in the near future will reduce the tax base by
about the same percent of personal income as at the beginning of
the 1950s, its general use in setting tax-exempt levels of income is
partly responsible for the shift in tax burdens among households of
different size. Tax-exempt levels of income for families of four have
been kept just about at the official poverty level throughout most
of the postwar period.6

In the Revenue Act of 1964, Congress explicitly acknos ledged the
intention of establishing a tax-free level of income approximating
the poverty level. The method it adopted at that time and since
then, however, was to increase the minimum standard deduction,
but not the personal exemption.' Increases in the amounts of
standard deduction are the same for couples with and with. It de-
pendents, while increases in exemption levels are worth more to
couples with dependents. Thus, tax-exempt levels for households
without dependents have been moving closer and closet to tax-
exempt levels for households with dependents.

Another influence on the relative tax burden of families of differ-
ent size, at least from 1964 to the late 1970s, was the way in which
the official poverty level was adjusted from year to year. Official
poverty levels are redetermined each year by multiplying the pre-
vious year's poverty level by the percentage change in the con-
sumer price index [CIP] between the two years. Incomes, however,
have increased faster than prices. As long as Congress connects the
use of the exemption and standard deduction to a price-indexed
poverty level, their combined importance must continue to decline
relative to income. When the dependency exemption declines rela-
tive to income, as noted before, the tax burdens of larger house-
holds move closer to those of smaller households.

There are several reasons why the standard deduction was fa-
vored over the exemption. Increasing the standard deduction was a
cheaper means of raising tax-exempt levels, such increases were of
no benefit to taxpayers who continued to itemize. Moreover, in-
creases in the standard deduction supposedly simplified the Tax
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Code by limiting the number of those who itemize. Finally, since
exemptions for taxpayers and dependents were linked to exemp-
tions for the aged, Congress may have been reluctant to increase
tax-exempt levels for the aged at a time when their tax-exempt
income from social security was increasing rapidly.

Whatever the public policy intent, tax-exempt levels of income
rose much more slowly than income for all household sizes. For a
family of four, for instance, the tax-exempt level in 1954 was about
one and one-half times per capita personal income in the economy
(see table 2). For 1981 the situation is reversed, and per capita per-
sonal income is about one and one-half times the tax-exempt level
of income. Single persons had increases in tax-exempt levels great-

, er than those that applied to joint returns with no dependents, but
the difference was not nearly as great as between returns without
dependents and those with dependents. Joint returns with no de-
pendents, for instance, have increases in tax-exempt levels of 305
percent between 1948 and 1984; for joint returns with two depend-
ents, the corresponding number is only 177 percent. For joint re-
turns with more than two dependents, and for heads of households
with dependents, the increases are even smaller. i

These changes in tax-exempt levels, of course, refer only to
income subject to taxation. As noted above, increases in exclusions
for certain types of income have partially offset the decline in the
exemption. In particular, income-conditioned transfers and social
security income usually are excludable from taxation. Since most
social security income is received by households without depend-
ents, its exclusica also tends to favor smaller households relative to
larger ones. On the other hand, food stamps and aid to families
with dependent children are conditioned upon size of household.
For households receiving these transfers, the effective tax-exempt
level for economic income iv ill vary with size of household more
than on the basis of adjusted gross income. Nonetheless, most
households receiving income-conditioned transfers have economic
income (AGI plus excludable :ncome) which does not exceed tax-
exempt levels.8

THEORIES OF EQUITY AND INCENTIVES

There are a number of theories and considerations that influence
tax policy regarding households of different size. Although there is
some overlap, I have combined these considerations into two
groups. The first group involves theories of equity which fall broad-
ly into one of two categories. family assistance and ability to pay.
Related closely to the theory of ability to pay are issues that are
often ignored, yet may be implicit in the choice of type and size of
tax allowance. These issues include the taxation of transfers, the
investment or consumption nature of expenditures for dependents,
and, finally, comparisons of intertemporal tax burdens over the life
cycle. The second group of theories deals with incentive questions.
the effect of taxes on the supply of work, on savings and invest-
ment, on population growth, and on the amount of dependent care
provided. This group will be treated in a later section.

These theories or considerations often produce reasonable but
conflicting results. I have therefore attempted, while reflecting my
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own preferences, to present this material in a comprehensive
framework that will relate and balance these conflicting consider-
ations.

Family assistance
According to this theory, an allowance for dependents is designed

to ensure some minimum level of well-being for each dependent.
The theory generally extends beyond taxpayers to nontaxpayers as
well, and the minimum level of well-being is implicitly set by the
maximum cash grant or tax credit available per child. The theory
calls for a credit or grant based on family size, although the allow-
ance may phase out as income rises.9 If a tax credit is provided by
the tax system, while a grant is used in the welfare system, the two
systems may not mesh well, especially for those households that
are in both systems at the same time. A common goal of welfare
reform effort is to bring the two systems together in some logical
fashion, such as replacing the personal exemption with a per capita
credit integrated through both the welfare and tax system.

While the use of a credit is perhaps most appropriate under a
family assistance theory, at various times substitution of a personal
credit for the personal exemption has been proposed as a means to
increase the progressivity of the tax system. It is often asserted
that a credit is more progressive because the value of the exemp-
tion increases as marginal tax rates increase. In general, this argu-
ment is fallacious. Given any family size, exemption level, and rate
structure, it is possible to design a credit and alternative rate
structure that will give exactly the same level of progression."
Thus, the choice between a credit and an exemption, except under
the constraint of a fixed rate structure, is not one of progression at
all. It is primarily a question of how, at any given pretax income
level, adjustments for tax liability should vary according to family
size Credits, for instance, will grant equal relief for each additional
dependent. Exemptions will grant lesser relief as the number of de-
pendents increase and the taxpayer moves to lower marginal rate
brackets."
Ability to pay

The traditional ability - to-pay argument assumes that families
are the appropriate unit of taxation. If ability is to be measured by
income, but only after some adjustment is made for subsistence
costs, however defined, then the tax base will equal income over
and above these subsistence costs.' 2 As noted above, this was essen-
tially the theory that was followed in setting exemptions and
standard deductions from the mid-1960s through the late 1970s. Of-
ficial poverty level budgets were equated with subsistence levels,
and positive tax rates began at income levels above poverty levels,
at least for smaller families.

The poverty level budget attempts to measure "equivalent"
standards of living for different size families. By taking into ac-
count economies of scale, externalities of consumption, or the
"public" or "club" nature of goods used by the household, it is de-
termined that the incremental amount of income necessary to sup-
port an additional household member generally declines as house-
hold size increases 13
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The Tax Code, however, adopts an "equivalency scale" only at
tax-exemption levels of income. At higher standards of living, a
comparable equivalency scale would require greater absolute
income differentials for similar increases in household size. For in-
stance, suppose that a couple is living at the poverty level, and
$1,000 of additional income would be required to maintain a pover-
ty level of consumption if a dependent is added to the family. Then
the standard of living available to a couple living at the poverty
level and a couple with a child is exactly the same if the latter has
$1,000 more income than the former. If, however, other families
generally provide their dependents with more than poverty levels
of consumption, then a $1,000 exemption is inadequate to adjust for
family size at most levels of income. Such considerations led A.C.
Pigou to argue that dependent deductions should increase with
income.' 4

Let us refine the rule under which horizontal equity is applied to
the tax system under the ability-to-pay principle. It is sometimes
states that those with equal incomes, after adjustmeat for house-
hold size, should pay equal tax. This is somewhat misleading. At its
root, ability to pay calls for equal sacrifice (total, as well as margin-
al) among equals, not equal tax. A better statement of the rule
would be as follows: households with equal before-tax ability to
maintain a standard of living should have an equal after-tax abili-
ty.

An example will demonstrate how this rule can be applied to the
issue of taxation according to size of household. Suppose that a
family of three needs an income level equal to 125 percent cf the
income of a family of two in order to have an equal ability to main-
tain the same standard of living. If a family of two has $20,000 of
before-tax income, and a family of three has $25,000, the rule does
not imply that both families should pay the same amount of tax.
On the contrary, if the family of two pays $4,000 in taxes, then the
family of three needs to pay $5,000 in taxes in order that both fam-
ilies have after-tax incomes which will allow them to maintain the
same standard of living.

This logic strongly supports the case for income splitting among
household members. If there are economies of scale in the house-
hold, however, each household member should not be granted the
same exemption level, zero bracket amount, and other bracket
widths. Instead, a type of income averaging is called for." For in-
stance, in the above example, a third family member would be at-
tributed one-fifth of total family income, but that additional one-
fifth would be taxed at the same average rate as applied to the re-
maining four-fifths of family income (the remaining four-fifths
would be taxed as if it were earned by the two person family).

Three observations are appropriate here. First, an equivalency
scale, if it could be derived, may not require the same degree of
income splitting at all income levels. At very high income levels,
for instance, the addition of a family member may require a much
smaller additional fraction of income to support the same standard
of living. Vickrey, for instance, argues that "the presumption that
dependents share in the family resources in some proportion to
needs becomes weaker as the income increases. "' Second, the
issue of income splitting is not one of progression, any degree of
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progression can be reached by adjusting the rate schedule. The
question is whether those with before-tax incomes sufficient to
maintain equal standards of living should have after-tax incomes
sufficient to maintain equal standards. Without splitting, house
holds with dependents would have lower after-tax abilities even
though they had before-tax abilities equal to those of households
without dependents." Third, this principle can be applied equally
well to a progressive consumption tax as to a progressive income
tax. An income tax taxes the ability to maintain a given standard
of living, while a consumption tax taxes the standard of living
itself. Nonetheless, the notion of income equivalency is not too dif-
ferent from a notion of consumption equivalency, and splitting
would be equally applicable to both types of taxes.

If there are economies of scale, the ability-to-pay argument may
also be used to justify smaller allowances or exemptions as house-
hold size increases. On equity grounds, smaller allowances would
be required if smaller increments of income are needed to maintain
a given standard of living as family size increases. From an effi-
ciency standpoint, however, the argument can be stood on its head
and used to justify increasing allowances as family size increases.
Economies of scale imply that many consumption goods used
within the household are in the nature of "public" or "club" goods
for the household public, or, more narrowly, goods for which there
are positive externalities within a close physical environment.
Since more persons may share in the consumption of a good in a
larger household, aggregate consumption may actually be increased
by making transfers from smaller families to larger families. If one
accepts the notion of an income equivalency scale such as in the
poverty budget, then less income per persun is needed to provide a
given level of consumption in larger families. Yaakov Kondor
argues that transfers to larger families are especially appropriate
even when there is already equality in the sense of equal "it come
per equivalent adult" of each family (that is, when families of dif-
ferent sizes are considered equally well off after adjusting for
family size, composition, etc.).'8 For the same cost, more people can
enjoy the good being consumed, and thus welfare may be increased.

Related theories and considerations
Three issues are closely related to the theory of ability to pay.
The taxation of transfers. One difficulty in applying ability-to-

pay arguments to tax treatment of households is that income is
transferred to dependents. There are a few areas of tax law on
which there is less agreement than transfers.

If income is perceived only as rewards to factors of production,
then transfers are not income to recipients. In arguing against
income splitting for spouses, for instance, Moerschbaecher states
that "the Internal Revenue Code is premised on the taxation of the
entity earning the income, and that the concept of sharing of
income ... is simply not the theory on which our entire income tax
system is based." 18 On the other hand, if income is to be taxed to
the person "enjoying" or consuming the income, then it is the
transferee, not the transferor, who should be taxed. Michael McIn-
tyre and Oliver Oldman, for instance, argue that family income
spent or saved by the parents for the benefit of their child:en is
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properly taxable to the children.2° In any case, if transfers are
taxed to recipients, while donors are taxed on income which is
transferred, then some income would appear to be taxed twice. If
both a donor and a recipient have the ability to use income as they
wish, however, then both have an increased ability to pay resulting
from the transferred "income"after all, over time both could
have consumed the income if they wished.

Current law is ambiguous as to which of these views is correct
and has adopted no consistent treatment of transfers. Income is
generally taxed to the earner because administratively it is diffi-
cult to measure who consumes the income. Tax brackets for joint
returns, however, are widened relative to single returns, thus al-
lowing some couples to treat a portion of the income as being
transferred between them. In the case of alimony, payments are de-
ductible to the transferor but taxable to the recipient. Child sup-
port payments, however, are viewed as similar to obligations of
parents living with their children and, thus, neither taxable to the
children nor deductible to the transferor. In the case of large trans-
fers of wealth, some of the transfers may be taxable under the
estate and gift tax, even though the income generating the transfer
may first have been taxed under the income tax."

When transfers are deemed to be charitable, they receive espe-
cially favorable treatment, if the donor itemizes deductions, the
income generating tue transfer is taxable neither to the donor nor
the recipient. Various special rules attempt to prevent "personal"
transfers from being deductible, for instance, one can give deducti-
ble contributions to the poor through a legally exempt organization
but not directly. Although deductions are allowed only for certain
"social" purposes, the distinction between eligible and ineligible or-
ganizations seems to be based not so much on needa visitor to a
museum, a college student, or a member of a church is probably no
more needy than the average person -as on the remoteness of the
transferor from the transferee. From an administrative viewpoint,
this makes sense, as it is almost impossible to monitor personal
trar.sl'ers. The limitation is also attributable, I believe, to a percep-
tion that incentives for giving are not necessary for persons close to
us or for small groups with closed memberships. Incentives, howev-
er, are needed to generate giving to persons remote from us and to
large organizations which offer their services freely to al1.22

There is no easy resolution of this debate. One general rule
seems to be that transfers are deductible to the transferoz if those
transfers are for purposes desired or expected by society, for exam
ple, charitable transfers, transfers to spouses, and some amount of
transfers to dependents. Still, the code is not consistent in its treat-
ment of transfers. Complicating the issue further is that in the case
of intrafamily transfers, it is generally impossible to know the
exact amount of income transferred, .3o that, even if the transferee
is to be taxed, one must resort to devices such as c....mptions and
income splitting as approximations. Moreover, capital income and
some self-emph,:,T.,ent income is already easily redistributed among
family members so as to minimize tax burdens, while wage and
salary income cannot be redistributed at all, thus, more than com
plete income splitting is available for capital income," while no
splitting at all is allowed for wage income. Finally, personal exemp
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tions can be taken by children against their own income at the
same time that the parents claim dependency exemptions. This
double exemption violates all theories of the taxation of trans-
fers."

Dependents as consumption and investment Related closely to
the question of transfers is the correct labeling of the services pro-
vided to dependents, in particular, children. Do these services indi-
cate consumption by the providers, consumption by the dependents,
or investment in the dependents? Although I recognize the extreme
limitations of applying such economic labels to activities that are
often better analyzed and understood from a social perspective, the
tax treatment of any transaction is dependent upon the economic
label given it, so the label may as well be accurate.

The trend in recent years toward equalization of tax burdens re-
gardless of number of dependents implicitly reflects the view that
the raising of children is primarily a consumption good to the pro-
viders. Typical of this belief is the statement by Henry Simons, "It
would be hard to maintain that the raising of children is not a
form of consumption on the part of parents. "25 Accordingly, par-
ents should be granted no tax relief for a type of consumption that
they choose to enjoy. Related to this view is the premise that the
services of a homemaker are provided primarily to the homemaker
or to the homemaker's spouse, rather than to dependents such as
children. Thus, many authors regard as inequitable the nontaxa-
tion of goods provided in the home.

If, however, most of the services are not provided to the home-
maker, but represent income or consumption of the dependents,
then we should be less bothered if the provider of the services is
not taxed on the recipient's income. Moreover, if the recipient's
total income is less than some reasonable tax-exempt level of
income, then no.ataxation of both homemaker and dependent may
indeed be an appropriate solution. As for actual cash outlays for
the recipient, they also should be taxed at the marginal rate rele-
vant to his standard of living rather than at the higher marginal
rate that would apply if such expenditures were treated as con-
sumption of the providers. Thus, income splitting would be appro-
priate for such expenditures.

In the case of children, many of the services provided by the
caretaker and the goods transferred by the original earner of the
income ma?, not even be consumption. A society which uses such
phrases as 'investment in our youth" is one which believes, rightly
or wrongly, that many expenditures of money and time on depend-
ents are investment, not consumption.

The Tax Code treats investment in physical assets as eligible for
investment credits. Moreover, future flows of cash from investment
are not all taxed, through capital cost recovery or depreciation al-
lowances, the entire investment can be recovered without taxation
(indeed, some have argued that capital cost recovery provisions
yield an effective rate of taxation of income from depreciable assets
that may be negative).

In the case of investment in human capital, the tax treatment is
different again. Many educational goods and services are provided
free to individuals. The income devoted to that investment is de-
ducted by the charitable giver, the property taxpayer, and indirect-
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ly by the student and parent who "pay" for these services through
forgone earnings." By the same token, the value of the investment
is not "recovered" over the life of the investment. Cash wages of an
individual are not only a return on human capital, but also a de-
preciation of the capital. Therefore, the deduction of the cost of
educational services may compensate for the nondepreciation of
the human capital !indeed, it is equivalent to expensing of the in-
vestment). In the case of educational services provided through
cash payments from private, noncharitable sources, however, no de-
duction is allowed for the expense, and no depreciation is taken
over the life of the recipient.

If the care of children is investment in human capital, neutrality
as well as equity would argue for tax treatment similar to that pro-
vided for other investments. Obviously, since there are different
treatments of different types of investment, several comparisons
could be made. Under any comparison, it would not be unreason-
able to allow some deduction for the expense of investment in both
cash outlays and the forgone earnings of caretakers. To the extent
that the investment results in a later increase in the wage income
of the dependent, the deduction is especially warranted because, as
noted above, no depreciation is allowed against future wage re-
ceipts even though those receipts include a return of capital as well
as income from the capital.27

One can carry this argument to En extreme. As Harold Groves
states, were one to argue that "consumption outlays . . . are a cost
of maintaining the labor supply, one could easily stretch this doc-
trine to exclude all income from the tax base." 28 A balanced posi-
tion, it seems to me, would be that some portion of the services and
goods provided to children, especially those which are educational,
could reasonably be classified as investment and therefore deducti-
ble.

The life-cycle distribution of tax burdens.Many persons view
the choice of tax allowances for dependents only on the basis of
within-period differences in ability to pay between households with
and without dependents. There is a danger, however, in comparing
the tax burdens of different households at only one point in time
rather than over a life cycle. The proper treatment of dependents
is as much a question of the intertemporal distribution of tax bur-
dens for each person as one of the distribution among persons in
households of different size. At one point in our lives practically all
of us are dependents in a household, and at other points in our
lives most of us care for dependent children or parents. Even if all
of us came from households of equal size and had an equal number
of dependents, we still might want 1 tax system that takes account
of differences in ability to pay according to periods in which we be-
longed to households with dependent children. Disregarding prob-
lems of transition to a new tax system for taxpayer who have al-
ready lived a good part of their lives under a given tax system, the
choice of tax allowances for dependents is in large part a decision
as to the distribution over time of our own lifetime tax burdens.
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INCENTIVE THEORIES

Incentives to work, save, and invest
From the standpoint of incentives to work, save, and invest, the

tax allowance col- dependents with the greatest incentive effect
would be to arJw some form of income splitting. Increases in per-
sonal exemptions and credits reduce the tax base by setting aside a
certain amount of income to be taxed at a zero rate. Under a fixed
revenue constraint, providing tax allowances for dependents by in-
creasing dependency exemptions or credits results in an increase in
the average rate of tax on the remaining tax base and may there-
fore result in an increase in average marginal rates as well."

This argument can be carried only so far. As long as other
changes may be made in the tax laws, increased exemptions and
credits can also be used in connection with policies that favor lower
average marginal rates. For instance, the rate schedule that ap-
plies to the taxable base itself can be made more proportional. De-
pendency exemptions can also be separated from other personal ex-
emptions. It should also be noted that an exemption provides a
greater lowering of average marginal tax rates in the population
than does a reduction of the lowest rates in a progressive rate
schedule. The latter change is equivalent to a flat credit for all per-
sons with marginal rates above the lowest rates, while exemptions
lower taxable income and therefore reduce the marginal tax rate of
some persons at all income levels.

Population policy
According to one theory, any adjustment for family size lowers

the tax burden of the family and is therefore an incentive to have
children. Mirrlees "suppose's] that most orthodox economists would
take this view, that excessive population makes the environment
unpleasant, and that parents should choose family size under the
constraint of paying for these external diseconomies." 30

While I find extreme the view that the marginal value to society
of any child (or any adult, for that matter) is negative, there seems
to me to be little justification in tying tax allowances for depend-
ents to a population policy, no matter what the goals of that policy.
The tax system is not well designed for population measures. In
truth, the system can affect the actual decision to have children
only by punishing or rewarding the caring for dependents after
they are born. Zero or low allowances for Lhild dependents would
likely imply low allowances for elderly and disabled dependents as
well.

Actually, tax allowances for children, even if fully adjusted for
ability to pay, would still be a fairly small percentage of income.
For instance, a dependency exemption of $1,000 increases the after-
tax income of a median income family by only about 1.1 percent in
1981. Changes in these tax allowances are therefore likely to have
only small effects on the net cost of raising children. Much more
significant in affecting the net cost of raising children have been
other institutional changes, such as the development of reliable
public and private retirement systems. In some societies, children
are expected to support parents in their old age, this makes the net
individual cost of bearing children much lower than in a society
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where the children provide such support through publid rather
than private support, or parents provide for their own retirement.

Finally, it should be noted that if tax allowances for dependents
do have strong incentive effects, and if the cost of caring for de-
pendents is considered to increase with income for example,
higher income individuals would provide more education and hous-
ing to their offspring), then almost any design of dependent allow-
ance other than partial income splitting is likely to create perverse
effects across income classes by offsetting the cost of childbearing
and care of elderly parents more for one class than another. A
similar observation regarding differences between welfare allow-
ances and tax allowances has been made by Gerard Brannon and
Elliott Morss.3'

Incentives for caring for dependents
Dependents are by nature individuals who must rely on others

for some ur most of their care. Society as a whole recognizes an ob-
ligation to care for these individuals, although it accomplishes this
care primarily through the family. In cases in which the family
cannot provide, alternative sources of income are made available
either through welfare or social security. In starkest terms, societal
programs today are based primarily upon the assumption that care
of dependents is inelastic with res'ect tr, both price and income (at
least at incomes above welfare levels). Thus, not only are tax allow-
ances for dependents limited, but family assistant.e payments are
available only for dependents in poor families, and charitable
transfers usually are deductible only when made to remote or large
groups.

If society instead were to care for all dependents through govern-
ment programs, the revenue costand related efficiency cost
would be staggering. Relying on the family is therefore a funda-
mentally sound and efficient approach. Nonetheless, I think it
would be a mistake to pass over this issue without at least noting
that if there is some elasticity of response to caring for dependents,
then there may IR indirect costs to keeping the tax allowance low.

As I argued regarding population policy, however, almost any tax
allowance is likely to make only a small differential in the cost of
caring for dependents or not caking for them," and its direct in-
centive or disincentive effect is therefore likely to be small. Per-
haps of more importance here may be the symbolism involved. If
families w h dependents lower their standards Jf living more
through payment of taxes than do families without dependents,
then the former group may indirectly come to believe that suCety
places little value on dependent care. More likely, however, societal
values influence the tax policy rather than flow from it.

SUMMARY AND RECOMMENDATIONS

Since World War II, the tax burden of households with d ,pend-
ents has grown dramatically relative to households without de-
pendents, whether for single or married categories. One reason for
this shift in tax burdens has been the lack of any consistent agree-
ment on the proper tax policy regarding dependents.
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My review of the theories and considerations regarding tax al-
lowances for dependents has led me to believe that these allow-
ances are approrpiate and that the current dependency exemption
is inadequate by almost any standard. Tax allowances are unneces-
sary only if income should be taxable to the original earner, re-
gardless of the standard of living the earner can obtain, if invest-
ment in dependents or expenditures for their consumption are to
be treated as only consumption of the donor, or if the Tax Code is a
relevant and useful tool for implementing an accepted population
policy of discouraging childbirth. Each of these requirements is in
my opinion unacceptable or unmet, though not irrational.

If the view of the tax allowance is that it is only meant to pro-
vide family assistance at low income levels, then the current allow-
ance may be adequate or even unnecessary at higher income levels.
This view shoul.d also find the current exemption to be rather awk-
wardly desiv.ed: the amount of assistance at low income levels is
quite small, and the assistance is much more related to the needs
of the taxpayer alone (through zero bracket amounts and taxpayer
exemptions) than to additional needs caused by dependents
(through dependent exemptions).

Ability to pay, however, is the standard equity theory by which
the tax system is normally judged. If ability is to be measured by
income above subsistence, then the current exemption is inad-
equate according to the existing "official" measure of poverty or
subsistence. While this measure and other measures of poverty and
subsistence are subjective and may be criticizA for a variety of
reasons, they have tended over the last two or three decades to rise
only with the price level and, therefore, to decline relative to
income. At the same time, the exemption for dependents has re-
mained relatively constant and has not even increased with the
price level.

The theory of ability to pay holds that units with equal ability
should make equal sacrifice. The notion of income equivalency rec-
ognizes that a large household will not be able to maintain the
same standard of living as a small household with equal income,
but that the difference is not proportional to the number of individ-
uals in each household. The setting of tax-exempt levels of income
higher for larger households, but not proportional to the number of
family members, means that income equivalency, however subjec-
tive may be its measurement, is inherent in the structure of the
tax system. Then to deny the same tenet at higher income levels is
inconsistent. As a result, the current Tax Code violates the princi-
ple that those with equal ability to maintain a standard of living
before tax have an equal ability after tax.

If transfers are treated as income of the recipients, or if the care
of children involves some component of investment as well as con-
sumption, then tax allowances for dependents are again appropri-
ate at all income levels. A tax allowance similar to income splitting
would again be called for, although the rate of splitting could rea-
sonably be thought to decline at higher income levels. If transfers
are taxable to the transferee, some notion of an equivalency scale
still seems to be necessary to avoid full income splitting among all
household members.
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If taxes for each person are to be adjusted for life-cycle differ-
ences in ability to pay according to periods in which the person re-
sides in a household with dependents, then tax allowances for de-
pendents are a reasonable means of making such an adjustment.
And finally, if one is concerned with the symbolism behind tax
measures, and if society places a value on both dependent care and
work outside the home, then a neutral signalone that acknowl-
edges the inherent value of both types of effortmight be a de-
pendents' allowance. The allowance better recognizes the extent to
which household careat least the level of care that society ex-
pectsreduces the standard of living that can be maintained by
the taxpayer.

How might we move from here to there? My own compromise
proposal would be to allow, for joint returns with dependents, the
use of a tax rate schedule in which brackets are at least twice as
wide as those that apply to single persons. Such income splitting
would eliminate the marriage penalty for couples with dependents
and, in addition, recognize that the ability to pay of a family with
dependents is lessened by the presence of dependents.

Another rate schedule would be provided for heads of households
with dependents and to married couples without dependents. This
schedule might be estimated from the single schedules by assuming
some income splitting, such as 70.30. Heads of households would
pay lower taxes relative to singles than they do now; those without
dependents and filing joint returns would pay a greater share.

The change for heads of households would be especially signifi-
cant. They have had the greatest increase in taxes (relative to sin.
gles and those filing joint returns) over the previous three decades,
moreover, as long as the marriage penalty is reduced outside of the
rate structure, their tax burden relative to the tax burden of those
filing jointly will continue to increase.

Any remaining marriage penalty could be addressed with a
device (even optional filing), which would be much less complicated
than all current options simply because there would be a smaller
percentage of couples with any potential marriage penalty. The ad-
dition of a third schedule also makes explicit that income splitting
is being allowed for dependents and would logically, therefore, be
accompanied by a requirement that dependents' income be pooled
with the family's income for tax purposes.

Similarly, I would provide that there be three ZBAs: one for
single returns, a second for joint returns with no dependents and
returns of heads of households, and a third for joint returns with
dependents. The ZBA for joint returns with dependents would
again be at least twice as large as for single returns. Since the ZBA

. is the first bracket in the tax tables, this change can be accom-
plished simply by applying the same splitting formula to both the
positive and zero rate brackets.

Finally, the dependency exemption would be separated from
other personal exemptions and raised from its current level at ap-
proximately the rate of growth of per capita income. This solves
the problem of introducing too many rate schedules and at the
same time makes some allowance for larger family sizes. Those at-
tentive to questions of population or marginal tax rates may be
somewhat concerned with the raising of the exemption level. Much

43-



40

of the additional tax allowance for dependents is granted, however,
by lowering rates through the addition of only one rate schedule to
apply to all households with one or more dependents, the concern
therefore should be minimal.

My principal conclusion is that adjusting for family size is rea-
sonable at all income levels and should compensate for differences
in ability to pay between households with dependents and house-
holds without dependents. Such changes can be made under almost
any requirement of tax progressivity and with little or no effect on
various incentives or disincentives that might be desired. Finally,
whatever policy that is adopted should be made explicit, changes in
the relative distribution of tax burdens across family size should be
made by conscious choice and not as the accidental outcome of pas-
sive public policy.
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APPENDIX TABLE 1.-THEORIES OF TAX ALLOWANCES FOR DEPENDENTS

Saortne of tax alkwaootO for
dootrOtolf

hlootacy of affront tax flowamOtO further remarks

Family assistance Yes

Ability to pay.

Equal tax for taxpayers with Yes

equal levels of income above

subsistence payments.

Related or supporting

theories

Tax transferor ... No

Expenditures on depend. Na

ents as consumption

of taxpayers.

Equal sacrifice. Yes

for equals (equal r tax

ability to r v a

standard of for

those with equal before-

tax ability).

Related or supporting

theories

Tax transferee Yes

Expenditures on depend- Yes

ents as consumption

of dependents

lifetime considerations (vary Yes

taxes over life cycle)

Work, savings, and investment Indifferent

Population_ . ., No (if disincentives desired)

Yes (if incentives desired)

Inadequate at low income levels (it the The current tax provides only a small amount of assistance at low income levels, welfare programs have

tax system is meant to provide this usually been used to provide family assistance

assistance)

Inadequate at "poverty" levels, espe Equivalency scales are implied at subsistence levels, but not at other income levels

catty for larger families

Inadequate at all income levels

Inadequate at all ircome levels

Inadequate at all income levels

Inconclusive

Some exception is usually mn4 for transfers necessary to provide a subsistence-level standard of living for

the family
Again, an exception is usually made for subsistenclevel income, implying that only expenditures on

dependents above subsistence levels are consumption to taxpayers

Partial income splitting is required with progressive rate structure
Sonlar arguments would apply under a standard of living measure of equity with a consumption tax

Limits are usually Placed on extent to which transfers are added to recipients' income but subtracted from

donors' income. Examples gifts to friends, large wealth transfers. Perhaps only transfers "desired" by

society should to deductible to donor, e.g., charitable gifts, care of dependents.
Without resorting to equivalency scales to measure ability to pay of transferee, dependent's portion of

family income will be taxed under tax rate schedule similar to taxpayer's.

Site of allowance depends upon extent to which taxpayers wish to take account of ability to paybetween

periods according to presence of dependents.
Related design of overall tax structure may be important, income splitting gives greatest decline in average

marginal rates, ceteris paribus.
Even if disincentives or incentives are desired, the tax system may be an inappropriate vehicle; incentive

levels are probably too low to make much difference.
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APPENDIX TABLE 1.THEORIES OF TAX ALLOWANCES FOR DEPENDENTSContinued

Supportert of tar atsleances for
Opendents Ackepacy of current tar gorances Further remarks

Care of dependents , Yes

Investment in human capital (or ex- Yes

penditures on dependents as in
vestments),

Inconclusive

Inconctuwe

Incentives probably make little difference, if symbolism is important, one rneasure o neutrality may be to
require equal sacrifice for equals.

Size of allowance depends pat upon extent to which other investments are expensed, consideration may
be based more on equity across investments than effoency since no incentive is provided if amount of
investment is assumed in setting allowance

Source Ault*
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the exemption level.
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increase the standard deduction for single returns at a much faster rate than for
joint returns.
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tax if that income effectively is being taxed (through a phase-out of the welfare ben-
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no change in tax burdens or progressivity among families of a given size, at otht r
family sizes there is a shift in tax burdens. For instance, the design of an equivalen.
credit structure is usually such that at high incomes, large families would prefer the
exemption, while small families wsuld prefer the credit.

12. Alfred Marshall, Principles of Economics (London. Macmillan & Co., 19381, p.
135.

13. Note, however, that official poverty levels may show that larger increments of
income are needed for typical families as the number of dependents increases. This
is a result of the older average age of children in families as the number of children
increases.

14. A. C. Pigou, A Study in Public Finance (London. Macmillan & Co., 1928i, pp.
101-3.

15. William Vickrey, Agenda for Progressive Taxation (Clifton, N.J.. Augustus M.
Kelley, 1972), pp. 295-96.

16. Ibid., p. 296.
17. In the simple case where expenditures on consumption equals income, of

course, households with dependents would also have lower standards of living.
18. Yaukov Kondor, "Optimal Deviations from Horizontal Equity. The Case of

Family Size," Public Finance/Finance Publiques, vol. 30, nt (1975), pp. 216-21.
19. Lynda Sands Moerschbaecher, The Marriage Penalty and the Divorce Bonus.

A Comparative Examination of the Current Legislative Tax Proposals," The Review
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20. Advocating in theory a type of income splitting on he basis of family size,
they eventually turn to the exemption (although perhaps varying by number of de-
pendents) as an alternative means of achieving this income splitting. Michael J.
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22. Richard Goode, in The Individual Income Tax (Washington, D.C.. The Brook-
ings Institution, 1976), argues that incentives are the primary purpose of the chari-
table deduction.

23. Exemptions are available twice for dependents with capital Income. In addi-
tion, more than a proportional shar.. of capital income may be given to dependents
as long as labor income keeps the marginal tax rate of the taxpayer above that of
dependent.

24. One solution to this last problem is to combine together the income of all
family members and then to provide tax allowances for dependents, whether they
be credits, exemptions, income splitting, etc.

25. Henry Simons, Personal Income Taxation (Chicago. University of Chicago
Press, 1938), p. 140.

2P See Michael J. Boskin ("Notes on the Tax Treatment of Human Capital," in
Conference on Tax Resea: , 1975, Washington, D.C., 1976) for the argument that
the bulk of educational investment is financed out of forgone earnings of students.

27. Note that while this is roughly equivalent to "expensing," it still may Imply a
positive tax rate if the deduction (e.g., through forgone earnings) is taken at a lower
marginal tax rate than the rate which applies to the future flows of wage receipts.

28. Harold M. Groves, Federal Tax Treatment of the Family (Washington, D.C..
The Brookings Institution, 1963), p. 10.

29. While replacing credits with exemptions, or vice versa, can be designed so that
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30. James A. Mirrlees, "Population Policy and the Taxation of Family Size," Jour-
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32. No distinction is made here between indirect costs of caring &forgone earnings)
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FEDERAL TAX POLICY AND THE FAMILY: THE DISTRIBU-
TION OF THE DEPENDENT EXEMPTION, THE CHILD AND
DEPENDENT CARE TAX CREDIT, AND THE EARNED
INCOME CREDIT BY ADJUSTED GROSS INCOME CLASS,
TAX YEAR 1982

Stacey M. Kean*

INTRODUCTION

The Federal individual income tax includes several provisions
that relate to families with children. These provisions include the
dependent exemption, the child and dependent care tax credit, and
the earned income credit. This report describes these three provi-
sions of our tax system and summarizes the use of these provisions
by adjusted gross income class for the year 1982.

I. THE PERSONAL AND DEPENDENT EXEMPTION

The Federal income tax code provides for personal and depend-
ent exemptions which serve to reduce the taxable income of the
taxpayer. The personal and dependent exemption is $1,040 for tax
year 1985 and will be indexed for inflation thereafter. Personal ex-
emptions have four major functions:

1. Keeping the total number of returns within manageable
proportions and particularly holding down the number with
tax liability less than the cost of collection;

2. Freeing from the tax the income needed to maintain a
minimum standard of living;

3. Helping achieve a smooth graduation of effective tax rates
at a lower end of the scale; and

4. Differentiation of tax liability according to family size.'
The personal and dependent exemption together with the zero

bracket amount (formerly the standard deduction) establish a tax
threshold, or level of income below which income is not taxed. It
has been argued that taxation of incomes below this minimum
level could reduce "health and efficiency and result(s) in lower eco-
nomic vitality, less production, and. possibly higher public expendi-
tures for social welfare prograthe 2

The Federal Tax Code prc\vides for personal and dependent ex-
emptions in several categories`. There are exemptions for taxpayers,
exemptions for age 65 or over, exemptions for blindness, and ex-
emptions for dependents. Exemptions for dependents include ex-
emptions for children, both at home and away from home, exemp-

Analyst in Government Finan,..e, Ev:onurnas Dwiswn, C,ungress,unal Research Zoervu..e.
' Goode, Richard. The Individual In Tax. Washington, The Brookings Institution, p.

224-225. -
2 Pechman, Joseph A. Federal Tax Polity. Washington, the Brookings Institution, 1083. p. 78.
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tions for parents, and exemptions for other dependents. Table 1
lists the types of exemptions and their share of total exemptions.

TABLE 1.TYPES OF PERSONAL AND DEPENDENT EXEMPTIONS AS A PERCENT OF ALL EXEMPTIONS,

TAX YEAR 1982

Peneet of a0
exempts=

Type of exemption:

Taxpayers ..
65 or older.. ......

Blindness

Dependents

Children

At home

Away from home ....

Parents..

Other dependents .

6092

601

11

3300
31 37

3039

.98

72

88

Total,. 10060

Wee C4lcut4ted by CRS using 6S Detkatment of the limury. gamut Revenue Savo Stghtto assume strctividu4i Inane Rettgua.
Table 2 3

After exemptions for taxpayers themselves (includes taxpayer
and taxpayer's spouse), exemptions for children are the largest per-
centage of personal and dependent exemptions-31.37 percent.

Table 2 lists the total number of exemptions claimed on Fedex al
tax returns, the number of exemptions for children, and the
number of exemptions for children as a percent of all exemptions
by adjusted gross income Jess for tax year 1982. The number of
exemptions for children as a percent of total exemptions ranged
from a low of 18.82 percent for the adjusted gross income class of
$1 under $5,000, to a high of 38.44 percent for those with adjusted
gross income (AGI) between $30,000 and $40,000. Exemptions for
children were a steadily increasing portion of all exemptions
through the $30,000 to $40,000 level of AGI. After this adjusted
gross income class, the number of exemptions for children as a per-
cent of all exemptions declined to 28.62 percent at an AGI of $1
million or more.

Table 3 provides data on the number of exemptions for children
at home and away from home, total exemptions for children, and
the percent distribution of total exemptions for children by adjust
ed gross income class. In tax year 1982, 6.6 percent of the exemp-
tions for children were claimed on tax returns with adjusted gross
incomes below $5,000. Taxpayers in the adjusted gross income
classes between $5,000 and $20,000 claimed 36.7 percent of the ex
emptions for children. Taxpayers in the adjusted gross income
classes between $20,000 and $40,000 claimed 40.3 percent of the ex
emptions for children. Finally, taxpayers in the adjusted gross
income classes over $40,000 claimed 15.3 percent of the exemptions
for children.
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TABLE 2.- TOTAL PERSONAL EXEMPTIONS AND EXEMPTIONS FOR CHILDREN, TAX YEAR 1982

Size of ed.i.sted gross mom Humber of
return

Number of
exemplOS

Nude of exemPtcns for
children

Amount

As a percent
of total

bremptions
claimed

Total. , 95337,432 232,191,565 72,8:3,582 31.36

51 under $5,000 17,041,100 25,524.700 4,803,111 18 82
$5,000 under $10,000 ... 17,039,853 34,544.133 8,614,134 24.94
$10,000 under $15,000 ... 14.306,781 33,236.240 9,786,373 29.44
515,000 under $20,000.. ...... 10,534.728 26,572,598 8,325.761 31.21
520,000 under $25,000. 8,803,387 24,398,217 8,580.264 35.17
$25,000 under $30,000_ _ 7,621,965 22,930,409 8,513.396 37.13
$30,000 under $40,000 . 9,862.616 31.879,568 12,254,869 38.44
540.000 under $50,000 4,716.532 15,530.458 5,721,895 36 84
$50,000 under $75,000..... 3.057,266 10,084.987 3.631,859 36 01
$75,000 under $100,000 702,064 2,376.868 855,290 35.98
$100,000 under $200,000. ,,,,,,, 570,839 1,997,721 724,164 36.25
$200,000 under $500,000 140,278 485.934 161.874 33.31
$500,000 under $1,0 00,000 20,681 68,480 19.988 29.19
$1,000,000 or more ... .. 8,408 27,759 7,945 28.62

Source U Department of the Treasury Internai Revenue Service 1982 Statotks ul Intone, indmduai Income tax Returns Washington. 1983
Table 2 3. P

TABLE 3.-NUMBER OF RETURNS OF NUMBER OF EXEMPTIONS FOR CHILDREN BY SIZE OF

ADJUSTED GROSS INCOME, TAX YEAR 1982

Sue of ad,usted gross ocome

Exemptions for &ben Total exemptions for Wenn

Al home Away fun home

Note( of
returns

Kerber of
exervtions

Percent ot
total

telionsemfor

children

Reber of
returns

Number of
exemptions

Number of
returns

Number of
exemption

Total. . . 35,900.857 70,552,866 1,517,498 2,270,716 37,418,355 72,823,582 100.00

No adAted gross income 375,843 798,804 13,812 23.855 389,655 822,659 1.13
$1 under $5,000 ... . 2,657,195 4,699,327 80,126 103,784 2,737321 4,803,111 6.60
$5,000 under $10,000 4,376,838 8,394,606 162,443 219,528 4,539.281 8,614,134 11.83
$10,000 under $15,000. 4,933,967 9,506.267 190,389 280,106 5,124,356 9,786.373 13.44
$15,000 under $20,000. . 4,132,650 8,093,003 156,285 232,758 4,288,935 8,325,761 11.43
$20,000 under $25,000 _ ... . . 4,166,833 8,226,357 219,714 353.907 4,386347 8,580,264 11.78
$25,000 under $30,000 . . . . . 4.083.356 8,184,290 219,453 329,106 4,302,809 8.513,396 11.69
$30,000 under $40,000 . 3,854,052 11,931,552 222,341 323,317 6,076,393 12,254,869 16.83
$40,000 under $50,000 ... 2,772,030 5.540,282 113,363 181,613 2,885,393 5,721,895 7.86
$50,000 under $75,000... , 1,762,404 3,491,610 89,723 140,249 1.852,127 3,631,859 4.99
$75,000 under $100,000 384,000 816355 25,394 38,935 409,394 855,290 1.17
$100,000 under $200,000.. 318.307 687,170 20,275 36.994 338,582 724,164 0.99
$200,000 under $500,000. .. 70.053 156,733 3.313 5,141 73.366 161,874 0.12
$500,000 under $1,000,000.... 8.977 18 979 613 1.009 9,590 19.988 0.03
$100,000,000 or more ... .... 3,453 7.531 254 414 3,707 7,945 001

Source US Department of Itie T euury Intemb Revenue Serve Statut...s ut Or.orne, 1.100114r mama lox Reform Washwitoo 1933
Table 23, p 63

II. THE CHILD AND DEPENDENT CARE TAX CREDIT

The child and dependent care tax credit is a nonrefundable
income tax credit which is allowed to a taxpayer who pays employ-
ment-related child and dependent care expenses, and who main-
tains a household for one or more qualifying individuals. The
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credit, epacted by the Tax Reform Act of 1976 (P.L. 94-455), re-
placed the previous provision for an itemized deduction for child
and dependent care expenses. Congress felt that the itemized de-
duction was unduly restricted because of its complexity and its re-
striction to only those taxpayers who itemized their tax returns.3

As defined, a qualifying individual is an individual who is: (1)
under the age of 15 and for whom the taxpayer may claim a de-
pendency exemption, or (2) a physically or mentally incapacitated
deper...it.nt or spouse who is incapable of caring for himself or her-
self. Em #loyment-related expenses are those expenses incurred to
enable fae taxpayer to work or to look for work. They include ex-
penses for both household services and expenses for the care of the
qualifying individual.

The amount of employment-related expenses eligible for the
credit is subject to both a dollar limit and an earned income limit.
Expenses are limited to $2,400 for one qualifying individual and
$4,800 for 2 or more qualifying individuals. They cannot exceed the
earned income of the taxpay r, if singly, or if a married couple, the
earned income of the spouse with the lower earnings. In addition,
the married couple must file a joint return to claim the credit. The
amount of the credit that a taxpayer may apply to these employ-
ment-related expenses is based upon the earned income of the tax-
payer. The tax credit is based on a sliding scale of 30 percent to 20
percent, declining as income increases from $10,000 to $28,000. In
other words, if the taxpayer's income is $10,000 or less, he or she
may claim 30 percent of their employment-related expenses. For
each increase of $2,000 in AGI, the amount of the credit declines
one percentage point up to $28,999 of AGI and above when the tax
credit is 20 percent of allowable expenses. Table 4 below summa-
rizes the relationship between the adjusted gross income level and
the tax credit.

TABLE 4.TILE CHILD AND DEPENDENT CARE TAX CREDIT. AMOUNT OF ADJUSTED CROSS INCOME

AND RELATED TA)( CREDIT APPLICABLE

lax vett rate
imam)

Mold gross income:
Less than $10,000 .... . , 30

S10.000 under $12.000 29

S12.000 under $14.000 ., . 28

S14.000 under $16,000 21

$16,000 under $18,000.. , . 26

S18.000 under $20,000.., . , 25

S20,000 under $22,000 .,.. . 24

522,000 under $24.000, , , .... , . 23

S24,000 under $26.000. . .. , 22

S26.000 under $28,000 21

$28.000 or mare , .. 20

Table 5 provides data on the distribution of child and dependent
care credit by adjusted gross income for tax year 1982. The credit

3 U.S. Congress, Joint Committee un Taxation. General Explanation of The TaA Reform At.t of
1976, (1-1,R, 10612, 94th Congress, Public Law 94-455). p. 124.
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was claimed on 5.25 percent of the 95,337,432 returns filed in 1982
and 6.19 percent of the 77,035,300 of taxable returns filed. For tax-
able returns, 30 percent of the total amount claimed for the tax
credit was claimed on returns with adjusted gross incomes below
$20,000, 50 percent was claimed on returns with adjusted gross in-
comes between $20,000 and $40,000, and 19 percent was claimed on
returns with adjusted gross incomes between $40,000 and $75,000.

TABLE 5.DISTRIBUTION OF THE CHILD CARE CREDIT BY ADJUSTED GROSS INCOME CLASS, TAX

YEAR 1982

(Dubs rn thasands)

All returns Isubte returns

Huila of

returns
Arraint of

total
Number of

returns Amount
Percent of

total

All returnsTotal 5.003.639 $1.501.453 . , 4,764.879 $1.432,749 ..... . ....
Under $5,000 , I 10,102 1 963 (2) 1 718 ' 129 (2)
$5.003 urger 810.000 20.328 73.616 4.91 118.438 30,091 2.10
$10,000 under ;15,000 581,065 210.194 14 00 527.505 188,902 13.18
$15.000 under $20.000 , . , 642,705 203,165 13 53 638,910 202,093 14.11
$20,000 under $25,000 112.160 221,213 14.13 767,504 220,642 15.40
$25.000 under $30,000 649,448 176.069 1113 645.190 114.721 12.19
$30.000 under $40,000 ..1,124,671 320.411 2130 1324.671 320.477 2237
$40,000 under $50.000__ 604,349 184.486 12,29 604.349 184.486 12.88
$50,000 under $15,000.., 214.891 88.324 5 89 274.891 88.324 6.16
$75.000 under $100,000.. .... . 37,068 12,142 0 81 31,068 12,142 0.85
5100.000 under $200.000 21.923 8.832 0 59 21,906 8.829 0.62
$200,000 under $500,000. , .,. . 3,351 1.702 0.11 3,351 1,702 0,01
$500,000 under $1,000,000. 20 145 (2) 269 145 (2)
$1,000,000 or more., ....... ... . . 109 65 (2) 109 65

(stole bared en a MR numbs of smolt returns
3less Um 001 RtfOlt

WO US. Deortment c4 the Taw), Moat Revenue Senoce A9a::tutoth of mane. net -dust moan les Rttvrn Nstangto, I91
Mk 33. 81

The maximum amount of the tax credit is $720 for one qualifying
individual and $1440 for two or more qualifying individuals.

Table 6 lists the average amount of the child and dependent care
tax credit claimed by adjusted gross income class. The average tax
credit amount claimed for all returns was $300. For taxable re-
turns, the amounts ranged from $180 for returns with adjusted
gross incomes below $5,000 to $596 for returns with adjusted gross
incomes of $1,000,000 or more.

TABLE 6. AVERAGE CHILD AND DEPENDENT CARE CREDIT CLAIMED PER TAX RETURN BY

ADJUSTED GROSS INCOME CLASS

A; returns Tait
returns

Total $30)7 $300 69

Under $5,000..._ 89 98 179 66
$5,000 under $10.000 262 82 254 06
$10.000 under $15,000 36114 358,10
$15,000 under $20.000 316 11 316 31
$20.00 under $25,000. 286 26 287,48
$25.000 fader $30,000 21111 21081
$30.000 under $40,000 284 95 284 95

5.3
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TABLE 6, AVERAGE CHILD AND DEPENDENT CARE CREDIT CLAIMED PER TAX RETURN BY

ADJUSTED GROSS INCOME CLASS Continued

$40,000 under $50,000

$50,000 under $75,000 ,

$75,000 under $100,000

$100,000 under $200,000,
$200,000 under $500,000

$500,000 under $1,000,000

$1,300,000 or more......

M returns Tara*
returns

305.26 305 26

321.31 321 31

327.56 327.56

402 86 403 04

507.91 501,31

539.03 539 03

596 33 596 33

III. THE EARNED INCOME CLASS

The earned income credit is a refundable income tax credit that
is avaliable to low-income workers who maintain households in
which children reside. Earned income, the basis for the , edit, is
defined as wages, salaries, tips, and other employee compensation
plus any net earnings from self employment. The credit against
income tax liability is equal to 10 percent of the first $5,000 of
earned income. The maximum credit of $500 is reduced by an
amount equal to 12.5 percent of the excess of AGI or earned
income (whichever is greater) over $6,000. The credit phases out
when either AGI or earned income reaches $10,000.

In tax year 1985, the earned income credit is increased to 11 per-
cent of the first $5,000 of earned income. The maximum credit of
$550 is reduced by an amount equal to 12% percent of the excess of
adjusted gross income or earned lacome over $6,500. The credit
phases out when earned income reaches $11,000.

Table 7 lists the number of returns and the total amount of
money claimed under the earned income tax credit.

TABLE 1. DISTRIBUTION Of THE EARNED INCOME CREDIT BY ADJUSTED GROSS INCOME CLASS, TAX

YEAR 1982

(Mat Den of inuusinds1

Number of Note Anwt
knount

retur6s taztle returns

All returns- -Told

Under $voo
$5.000 we $10.000

2.698,238

149 402

2.548 836

$359.727

8.551

351.166

1.349,946

11,351
1,346.595

$183.616

'495
183.121

Est f",e,e Cased on i SP'S! fenW at same rt!,rn

SOOV US DepritorM of Ikr Le,rwy e.trew, gerrn,e PINPVIt, INev tee Revilt'S ,Y&}

TO 3 3, P 81
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TAX REFORM AND THE FAMILY*

Geraldine Gerardi and Eugene Steuerle**

INTRODUCTION

In response to the pul;olic's,dissatisfaction with the current tax
system, Congress introduCed almost two dozen bills in the 98th
Congress to reform and simplify the income tax. Since the 99th
Congress convened in January, a similar,,number of tax reform and
simplification bills have been introduced. The growing interest in
major tax reform has focused attention on such family issues as
whether the combined income of a married couple or the income of
each spouse should be taxed, how tax burdens should be adjusted
for family size, and whether the special circumstances of single
persons with dependents and two-earner married couples should be
recognized. These issues, which are central in the design of a tax
system, are some of the most difficult tax policy issues to resolve.
Widely accepted objectives for tax reform often provide conflicting
guidance on the appropriate tax treatment.

The purpose of this paper is to set forth the objectives of tax
reform that relate to the tax treatment of the family and to show
how they are addressed in designing a major tax reform proposal.
For illustrative purposes, some examples will use the 1984 tax
reform proposals of the Treasury Department, and the Bradley-
Gephardt and the Kemp-Kasten proposals as they were outlined on
January 1, 1985. Although some of these proposals have changed
and may continue to change, they can be used to illustrate the
trade offs that have to be considered in a major tax reform effort.

OBJECTIVES CF TAX REFORM

Tax reform generally has been guided by the following objectivps
(1) equity, (2) economic neutrality, and (3) simplicitly.

EQUITY

Most of the issues in the tax treatment of the family are issues of
equity. The basic notions of equity that underlie our tax system are
twofold. equal treatment of equals and progressivity. Equal treat -
n' nt of equals implies that those with similar ability to pay tax

*Eorrua.s num, Since this paper was originally prepared, significant changes have been
made in a number of the tax proposals that are reviewed, Significant among these have been
changes in the Earned Income Tux Credit and the Zero Bracket Amount la the Kemp-Kasten
plan, The President's tax proposal also differs from the Treasury report in such items as the ,
Earned Income Tax Credit. The authois tried to emphasize throughout how thymus in the tax-
ation of families would be made rather than detailed comparisons of proposals that were, and n
some cases still are evolving.

**Office of Tax Analysis, Department of the Treasury. The views expressed in this papei are
those of the authors and do not necessarily ratit those of the Department of the Treasury.
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should pay about the same amount of tax. Although there are al-
ternative definitions of progressivity, the most common definition
is that the average tax rate should increase as income increases,
i.e., those with higher incomes should pay a higher fraction of their
incomes in taxes.

Although progressivity as an objective has widespread support, it
is the source of a number of fundamental conflicts in the tax treat-
ment of the family. Most of these conflicts center around the choice
of the taxpaying unit. For example, if the couple is the tax unit, as
under the existing progressive tax, a married couple in which each
spouse earns $25,000 will have a higher tax bill than the combined
tax bill of two single persons earning $25,000 each. On the other
hand, under current law a single worker will pay more tax on a
given income than a married worker with no children and a spouse
with no earnings, regardless of the ability of that spouse to work
outside the home. Since it is impossible to tax families with equal
income equally and to tax individuals with equal incomes equally,
many persons' notions of equal treatment of equals will be violated
under a progressive tax system. Yet, solving one problem will gen-
erally aggravate the other.

Such issues go away if. progressivity is abandoned. Under a
single-rate flat tax with no exempt amount of income (such as that
provided by personal exemptions and zr.ro bracket amounts),
income would be taxed equally regardless of how it is split among
family members. Because the allowance of an exempt amount of
income provides some progressivity, however, these issues are not
avoided through the adoption of what has come to be known as a
flat tax; a tax with one zero tax rate and one positive tax rate.
Moreover, the adoption of either a single-rate flat tax or a two-rate
flat-rate tax would raise other equity issues, because tax burdens
would be redistributed from high-income taxpayers to low-and
middle-income taxpayers.1

Once progressivity is accepted as an objective, the issues for tax
reform are to determine. (1) the appropriate unit of taxation. the
individual, the household, or the family, (2) the relative burdens of
single persons and married couples with the same incomes, (3) the
relative tax burdens of married couples with equal incomes but dif-
ferent splits of income between the spouses, (4) the adjustment of
tax burdens for the presence of child.,:n and other dependents, and
(5) the treatment of poor families under the income tax.

The tax unit.In deciding the issue of equal treatment of equals,
or horizontal equity, with respect to the tax unit, equals may be
defined in terms of 1) individuals, 2) households without regard to
the marital status of the adults, or 3) identifiable family groups.
One view is that the household should be the unit of taxation with-
out regard for the marital status of the adults in that household.2
The rationale for this view is that income is pooled and consump-
tion is shared, therefore, an individual's welfare depends not only
on his or her own income but also on the aggregate income of the
household.

See Chapoton (1982) and Department of the Treasury 11984).
a For example, see McIntyre and Oldman (1977).
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The problem with imposing the tax on household income, howev-
er, is that it would create incentives for individuals arbitrarily to
form households in some cases and to conceal such living arrange-
ments in others. Pooling of income takes place in a wide variety of
situations, such as when single individuals live together in dormito-
ries or in group homes for the elderly. To minimize the problem of
the government determining which living arrangements involve
pooling of resources, the traditional approach, which is the one
used in current law, is to recognize the marital unit as the only
major identifiable grouping of adults for which adjustments are
made to account for pooling of income and consumption.

An alternative view of the appropriate tax unit is that every in-
dividual would be treated alike.3 According to this view, horizontal
equity requires that the tax laws be neutral with respect to marital
status. Proponents of individual taxation argue that it is consistent
with social trends, such as the incresing number of women who
participate in the labor force and of people who choose a life style
that does not include marriage. Under t approach, persons with
equal incomes would pay about the same amount of tax without
regard to the income of spouses. If an individual married or
became single, it would not affect his or her tax liability.

However, individual taxation ignores the fact that families gen-
erally pool their resources and that combined resources are a
better measure of ability to pay.4 Individual filing also would recre-
ate some inequities that joint filing redressed. Joint filing was al-
lowed under the federal income tax largely to allow couples living
in states without community property laws the same tax advan-
tages as couples living in states with community property laws. In
community property states, one-half of a married couple's com-
bined income was attributed to each spouse for tax purposes, re-
gardless of the proportion of income actually generated by each
spouse. In cases where one spouse actually accounted for all or
most of the couple's income, income splitting allowed the couple to
pay less in federal taxes than would be paid by a couple with the
same income in a non-community property state. Moreover, indi-
vidual taxation would not recognize that some income splitting
would occur regardless of the federal treatment of state community
property laws. A couple could alter its tax burden by redistributing
property ownership between the spouses.

Although individual taxation generally would insure that a cou-
ple's taxes would not increase when they marry, couples with equal
incomes would not necessarily pay the same amount of tax. For ex-
ample, a one-earner couple with the worker holding two jobs would
pay more tax than a two-earner couple with the same combined
income.

Marriage penalties, divorce bonuses, single penalties, and mar-
riage bonuses. Some would argue that under a fair income tax two
single persons should not pay a higher tax when they marry (i.e.,
that there should be no "marriage penalty"), and, on the other

' For example, see Brazer 11980) and Monne 11 11980). Sume state tax laws also use the individ-
ual approach.

4 Recognition of pooling of resuumes is alsu intergral to the design of welfare and social secu-
rity systems, as well as the tax system.
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hand, that a couple should not have its taxes reduced when the
partners divorce and become single again (no "divorce bonus").
Also, a single person should not have to pay a higher tax than a
one-earner married couple with equal income (no "single penalty")
or, similarly, tax burdens should not decline substantially simply
because of marriage (no "marriage bonus").

Once the family or couple is accepted as the unit of taxation,
however, conflicts arise. Under a progressive income tax it is im-
possible to tax equally both all families with eqtal incomes and all
persons with equal incomes. For example, if the goals of progressiv
ity and taxing families on the basis of their total family income are
given precedence, reducing the marriage penalty would exacerbate
the single penalty.

An added complication. Imputed income.Although a widely ac-
cepted goal of tax policy is to tax married couples with equal in-
comes the same, some argue that it is inequitable for married cou-
ples to pay the same tax whether there are two earners or one. The
household with one earner may have greater ability to pay, be
cause the spouse who does not work outside the home in effect pro-
duces income ("imputed income") by providing household services.
The comparison with two-earner couples becomes more obvious
when the latter pay for household services similar to those that
might be provided by a spouse who works in the home, or when
they pay for the additional non-deductible expenses associated with
two jobs.

Probably, no satisfactory solution to this problem exists. In prin-
ciple, the problem could be solved by taxing the imputed income
from household production.5 In practice, it is difficult to measure
this income and taxing it would be unlikely to have widespread
public support. Alternatively, certain deductions could be allowed
for the additional expenses incurred by two-earner couples, but
these deductions would increase the complexity of the tax law.

Adjustments for family size. A number of considerations influ
ence the way families of different size are treated under the
income tax.' If assisting families is a particular objective, a tax ad-
justment for dependents should be designed to ensure some mini-
mum level of well-being for each dependent. To meet this objective,
a credit may be a more appropriate allowance than an exemption
because credits will grant equal relief for each additional depend
ent.

Another justification for making allowance for family size is
based upon ability to pay. According to this view, a fair income tax
should take into account the effect of family size on ability to pay.
given equal pre-tax incomes, a family of six has less ability tv, pay
than a family of three. It is argued that families with equal before-
tax standards of living should be able to maintain equal after-tax
standards of living.

One complication with applying the ability to pay principle to
the taxation of families is that in effect income is spent on or is

5 Rosen argues that differential taxation of time epeut m tht home and in the market plate is
necessary for efficient tux treatment, bt.t.al Ubt, euppl y elaattwttes daTtA for hvuse and market pro-
duction. See Rosen (1976), p. 17,

s See Steuerle (1983).
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transferred to dependents. The question is whether such transfers
should be taxed at the tax rate of the transferor (often high) or the
transferee (often low). One view is that the transferor should pay
the taxes on this income, because the entity earning the income
should pay the taxes. This view stresses the sources rather than
the uses of income. Another view is that the transferee should be
taxed, because the transferee enjoys or consumes the income. This
view stresses the uses rather than the sources of income. Alterna-
tively, if the family is viewed as a unit which shares income and
consumption, the income of all family members should be aggregat-
ed and taxed at the applicable tax rate. In this case, income split-
ting among household members may be required in order to define
equal levels of consumption or of ability to pay among families of
different sizes.

Tax treatment of the poor.One commonly accepted objective of
tax reform is to ensure that families with incomes at or below the
poverty level are not subject to income tax. The rationale for this
exemption is that individuals with incomes below the subsistence
level do not have ability to pay income taxes. To the extent that
the taxation of income below the subsistence level deprives low-
income families of the resources they need to provide basic necessi-
ties, it would reduce the health, education, and efficiency of the
labor force.? Thus, taxation could reduce productivity and increase
other public expenditures for social welfare programs.

Tax-exempt income levels for single persons and families of dif-
ferent sizes could be based on official poverty thresholds, as deter-
mined by the Bureau of the Census. Poverty thresholds, however,
also recognize the benefits that come from pooling income and re-
sources. Thus, if tax-exempt income levels were determined by
strict adherence to poverty income measures, marriage penalties
would result.

For example, the 1986 poverty thresholds are estimated to be
$5,800 for single persons without dependents and $7,400 for mar-
ried couples. If the tax-free income levels were set at the poverty
levels, a single person with income of $5,800 or less and a married
couple with income of $7,400 or less would not pay taxes. A mar-
riage penalty would occur when some single persons with income
marry, because their combined tax-exempt income level would fall.
If two single persons with incomes of $5,800 married, their com-
bined income for tax purposes would be $11,600, which is $4,200
above the poverty threshold for a married couple. As single individ-
uals, neither partner would have paid taxes. As a married couple,
however, they would owe taxes on the $4,200 of income that ex-
ceeded the poverty threshold.

Under a rule matching tax exempt income levels and poverty
thresholds, the tax-exempt income level would increase if certain
married couples with children separated into two families each
headed by a single person. For example, the 1986 poverty thresh-
olds for a married couple with two children and for a single person
with one child are estimated to be $11,C00 and $7,900, respectively.
On an income below $11,600, the married couple with two children

7 See Seltzer (1968),
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would pay no taxes. Should that couple divorce and create two fam-
ilies, each with one child, each family's income below $7,900 would
not be subject to tax. For the two families combined, this amounts
to an increase of $4,200 in their tax exempt level
(($7,900 X 2) $11,600 = $4,200).

If poverty thresholds were used to adjust accurately for the pres-
ence of dependents, additional complexity would occur. According
to the poverty measures, the financial needs of a household do not
increase by the same amount for each additional household
member. Thus, in principle, the tax-exempt amount for each addi-
tional dependent (as determined by the dependent exemption)
would be different, depending upon the number of family members
in the household.' Calibrating the tax-exempt income level so pre-
cisely would be complex. If the dependent exemption were kept
constant, it would be too high or too low for many families even
when the tax - exempt level matches the poverty level for a family
of one given size.

ECONOMIC NEUTRALITY

Although equity issues are the focus of most discussions of tax-
ation of the family, other goals of tax reform, such as economic
neutrality, are also important. An ideal tax system would be as
neutral as possible toward private decisions, i.e., it would not un-
necessarily influence or distort the choices about how income is
earned and how it is spent. No tax can be completely neutral, how-
ever, because it affects the choice between work and leisure, con-
sumption and saving, and safe and risky investments.

The choice of the tax unit affects economic neutrality of the
income tax. A progressive tax on the combined income of the
couple is inefficient, because the second earner generally faces
higher marginal tax rates than a single person or the "first"
earner. As a result, tax considerations may distort decisions about
labor market entry, choices among occupations, and investment in
education.

On neutrality grounds, the marginal tax ratethe rate that ap-
plies to an additional dollar of incomeshould be the lowest where
it affects behavior the most. This implies that the marginal rate on
second earners (typically wives) should be lower than the rate for
married men or single persons regardless of the unit of taxation
chosen, because married women have mc,.e discretion over their
labor market activity.°

By reducing the financial return from working, high marginal
tax rates decrease the labor force participation rate of married
women anc the number of hours worked. However, these distor-
tions would be reduced if the individual were the tax unit, because
marginal tax rates on second earners would be the same as for
other workers.

For example, the poverty threshold is estimated to ini.resse in 19St) by $1,700 when a single
person marries, by $1,543 when one child is added to the family, $2,364 when a second ahld is
added, and $2,042 when a third child is added.

' See Boskin (1980).
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SIMPLICITY

The third objective of tax reform is to simplify the income tax
and thereby reduce compliance costs and enhance the perception of
equity of the tax system. A simpler income tax would relieve most
taxpayers from spending a great deal of time wading through com-
plex instructions or from having to hire professional help to pre-
pare their tax returns. It would also reduce recordkeeping require-
ments for most taxpayers. A simpler income tax would also reduce
costs and ease administration of the income tax for the govern-
ment.

A simpler income tax also may be perceived to be fairer by many
. taxpayers. Some taxpayers suspect that others with the same in-

comes are paying less taxes. because they have better knowledge of
ways to avoid taxes and greater ability to manipulate legal loop-
holes in ex' Sting law.

However, simplicity may conflict with other objectives of tax
reform. For example, equity may require deductions for certain cat-
astrophic medical expenses, which affect ability to pay. However,
the allowance of such deductions complicates tax filing.

RESOLUTION OF CONFLICTING OBJECTIVES

Not all of the desirable objectives of tax reform can be achieved
simultaneously. Thus, designing a tax reform program requires
trade-offs among competing objectives. This section describes some
of the trade-offs that affect the tax treatment of the family under
tax reform. Examples from three major tax reform proposals are
used to illustrate how compromises are madethe Treasury De-
partment's 1984 proposal, the Bradley-Gephardt proposal, and the
Kemp-Kasten proposal, as they were outlined on January 1, 1985.

THE TAX UNIT

Under a progressive tax system, a satisfactory solution to the
issue of whether married couples should file jointly or as individ-
uals probably does not exist. The major tax reform proposals keep
the married couple as the tax unit. Although arguments in favor of
individual filing have merit, administrative considerations, as
much as any other factor, probably force the decision to retain
joint filing with some income splitting. If individuals filed separate-
ly on the basis of earned income, arbitrary rules would be required
to attribute unearned income and to allocate deductions between
the spouses. Simi:, married couples are able to split property
income and income in a closely-held business, joint filing prevents
differences in tax burdens across families from depending on each
family's ability to transfer income between spouses.

Nonetheless, retaining the married couple as the tax unit leaves
many of the problems discussed before. For example, it is necessary
to deal with the marriage penalty. As discussed below, most major
tax reform proposals try to reduce or eliminate such marriage pen-
alties through adjustments in the tax threshold or in the tax rate
schedules.

Whether the individual or the couple is chosen as the tax unit,
how to handle the imputed income of individuals who do not work

61.
i .



58

outside the home remains a problem. As noted earlier, the practi-
cal problems of taxing imputed it.come are formidable. None of the
major tax reform proposals provide adjustments that recognize dif
ferences in ability to pay attributable to imputed income.

THE LEVELS OF THE ZBA AND PERSONAL EXEMPTIONS

The zero bracket amount [ZBAJ and personal exemptions per-
form several very important functions. (1) they establish the tax-
exempt income level, i.e., the level of income below which no
income tax is owed, (2) they provide (or increase) graduation in ef-
fective tax rates at the lower end of the income scale; (3) the ZBA
simplifies the income tax by reducing the number of taxpayers who
itemize deductions, and (4) the personal exemptions differentiate
among households according to the number of dependents.

Under the three proposals the levels of the ZBA and personal ex
emptions have been set so that families with income at or below
the poverty line generally would not pay income tax. The personal
exemptions and ZBAs under current law and the three proposals
are shown on Table 1. Under the Treasury Department and Kemp-
Kasten proposals the personal exemptions would increase from
$1,090 (the estimated 1986 level) to $2,000. Under the Bradley-Gep-
hardt proposal, the personal exemption would be $1,600 for the tax-
payer and spouse, $1,800 for a head of a household, and $1,000 for
dependents.

Table 1 also shows the increases in the ZBAs under the three
proposals. The Bradley-Gephardt and Kemp-Kasten proposals
would allow heads of households the same ZBA as single persons
with no de_pendentsthe approach taken by current law. In con-
trast, the Treasury Department's proposal provides heads of house-
holds with a ZBA that is approximately one-half way between the
ZBAs for single returns and joint returns. The Bradley-Gephardt
proposal departs from current law and the other proposals by pro-
viding joint returns with a ZBA that is twice the ZBA for single
returns.

Table 2 compares the tax thresholds under current law and se-
lected tax reform proposals with estimated poverty thresholds fur
single persons and families of different sizes for 1986. Under cur-
rent law the tax threshold is too low to exempt from taxation the
poverty level incomes of single persons and married couples with
and without dependents. Under the Treasury Department and
other major tax reform proposals, the tax thresholds for families of
all sizes are close to the poverty level even without the earned
income credit (discussed below). With the earned income credit, tax
exempt levels for households and families with dependents ext..eed
poverty income levels.

TABLE 1.COMPARISON OF PERSONAL EXEMPTION AND IBA UNDER CURRENT LAW AND SELECTED

TAX REFORM PROPOSALS AS OF JANUARY 1, 1985

196 levels

Current law l Treasury Department Bradley.GepharPt ITemp.Kasten

Personal exemption.

Taxpayer ano spouse. $L090 $2.000 2 51,600 $2,000
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3LE 1,- COMPARISON OF PERSONAL EXEMPTION AND ZBA UNDER CURRENT LAW AND SELECTED

TAX REFORM PROPOSALS AS OF JANUARY 1, 1985-Continued

1916 levels

Current law Treasury Department 130/eY-Cechang KemPllsslen

Dependents (each) , 1,090 2,000 1.000 2.000
Zero bracket amount

Single returns 2,510 2.800 3,000 2,600
Joint reins.- . ..... . 3,710 3,800 6,000 3300
Head of household returns 2,510 3,500 3,000 2,600

iodides Indention for expected lotion m Isas
woo no, heads of households

TABLE 2.- COMPARISON OF POVERTY THRESHOLD AND TAX FREE INCOME LEVEL UNDER CURRENT

LAW AND SELECTED TAX REFORM PROPOSALS AS OF JANUARY 1, 1985

Poverty
threshold Treasury Bradley.Gored law co,Ke Pltasten *Department Gephardt

Tax.free income levels

Single persons without dependents $5,800 $3.600 54,800 $4,600 $5,750
Heads of households with one dependent. 7,900 7,979 9.303 8,225 8,250
Married coui.:., 3 7,400 5,890 7,800 9,200 9,125
Mauled couples with two dependents 3 ... 11,600 9.613 11,800 11,200 14,125

' Includes expected andeuton for tr.flatton in 1985 where appka5te Assumes h l use 01 the earned income oat where alIikeble.
*InclAs 20 cowl exclusion for employment income
*Assumes one amen

There is one exception to the general rule. under the three tax
reform proposals, the tax threshold for single persons is below the
poverty threshold. The relatively low tax threshold for single per-
sons reflects another compromise between competing objectives of
tax reform-tax exemption for poverty income levels, reduction of
the marriage penalty, and avoidance of a large single penalty. If
the ZBA were to be increased so that the tax threshold for all re-
turns exactly equalled the povert.> threshold, those who decided to
marry would experience a significant increase in tax (marriage
penalty). However, if the single tax threshold were set exactly at
the poverty level and the marriage penalty was avoided, the reve-
nue cost would increase significantly and the single penalty would
become quite large.

For example, given a personal exemption of $2,000 the ZBA for
single returns would have to be increased to $3,800 to raise the tax-
free income level to the poverty threshold. Alternatively, if the tax
exempt level for joint returns were set at the poverty level and the
marriage penalty were eliminated, the ZBA for single returns
would have to be reduced to $1,900. The ZBA for single returns
under the Treasury Department's proposal is almost in the middle
of the ZBAs under these two alternatives.

Setting the tax-exempt income level below the poverty threshold
may also be justified because many single persons live with rela-
tives or cther unrelated individuals. If the tax-exempt income level
for these individuals is combined with the tax-exempt income
levels of other members of the household, the total may exceed the
poverty threshold. Approximately one-quarter of all single returns

63



60

with income subject to tax are filed by persons who are under 21
years of age." In many cases, the tax-exempt income levels of
these individuals should be combined with the tax-exempt income
level of parents and other members of the household in order to
reflect accurately the tax-exempt income for the family. Similarly,
a correctly measured poverty level for two single persons who
share living quarters may be close to that of a married couple, but
their combined tax-exempt level under the Treasury Department's
proposal exceeds the poverty level.

Unlike current law and the Treasury Department and Kemp-
Kasten proposals, the Bradley-Gephardt proposal tackles the prob-
lem of the marriage penalty that is attributable to the ZBA by set-
ting the joint return ZBA at twice the level for single returns. As a
result, tax-exempt levels of income for joint filers with no or few
dependents are well in excess of the poverty level. However, the
tax-exempt level for couples with two or more dependents falls
short of the poverty threshold, because the adjustment (exemption)
for dependents is relatively low.

In the past, one major objective of increasing the ZBA (formerly
called the standard deductioa) was to simplify tax filing by reduc-
ing the number of itemizers. Under the major tax reform propos-
als, however, this simplicity argument is less compelling. Because
the proposals would limit itemized deductions, the number of item-
izers would decline anyway.

The fourth objectiveadjusting for household sizeis achieved
primarily through changes in the personal exemption. Using pover-
ty income measures as a guide, the estimated increases in the pov-
erty threshold vary as family size increases. On average, the 1986
poverty levels are estimated to increase by approximately $1,900
each for the first four additional members of a household.

If an exemption of approximately $1,900 is chosen to adjust for
household size and if targeting poverty thresholds is an objective,
however, very little leeway is allowed for adjustments to the zero
bracket amounts." Alternatively, the level of the personal exemp-
tions could be reduced and different ZBA's for different sizes of
households could be provided, but this would increase the number
of rate schedules.

Current law, the Treasury Department's proposal, and the
Kemp-Kasten proposal take the approach of providing the taxpayer
the same level of personal exemption as dependent exemption. The
Bradley-Gephardt proposal would allow a larger exemption for the
taxpayer and spouse than for dependents. The large increase in the
ZBA for joint returns also may be viewed as adjustment for the
presence of dependents.

THE RATE SCHEDULES

Under current law, personal income taxes are imposed under
four different rate schedules. 1) married persons filing separate re-

'° See U.S. Department of the Treasury (1984), p. 69.
"The poNerty thresholds fur u single person with no deo:tidy/as and a mauled with

no dependents are estimated to be $5,800 and $7,100, respetaiNdv. It dn. persona: exemption IS
set at $1.900, the ZBA would have to be set at $3,900 for single returns and $3,600 fur joint
returns in order to track the poverty thresholds,
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turns, 2) married persons filing joint returns and surviving spouses,
3) single returns, and 4) head of household returns. There are 14
taxable brackets (15 for single returns). The rates range from 11
percent for the first taxable income bracket above the ZBA to 50
percent for the top bracket.

The Treasury Department, Bradley-Gephardt, and Kemp-Kasten
proposals retain the four filing units of current law. However, the
14 or 15 rate brackets above the zero rate bracket are collapsed

. into a smaller number of brackets. Under the Treasury Depart-
ment's proposal, there would be three taxable brackets with rates
that range from 15 percent for the first taxable income bracket to
35 percent for the top bracket. The Bradley-Gephardt proposal also
has three taxable brackets with rates that range from 14 percent
for the first taxable income bracket to 30 percent for the top brack-
et. Although the Kemp-Kasten proposal would tax income at the
rate of 24 percent, various deductions and additions in effect create
several rates.' 2

The principal family issue to be decided in setting rate schedules
is the relationship between the tax burdens of single persons and
married couples. Along with the setting of the ZBAwhich can be
viewed as the first bracket in a rate schedulethis relationship
generally determines the balance between single penalties, mar-
riage penalties, divorce bonuses, and marriage bonuses.

If the bracket width (the amount of income taxed at a given rate)
for joint returns is set at 200 percent of the bracket width for
single returns, no marriage penalty arises from the rate schedules,
but the single penalties and marriage bonuses become quite large.
If the bracket width for joint returns is set at 100 percent of the
bracket width for single returns, the marriage penalties and the di-
vorce bonuses increase.

Under current law, the relationship among the rate schedules re-
flects a series of adjustments that were made over time. No readily
identifiable rule prevails. Under the Treasury Department's pro-
posals the bracket widths for joint returns is approximately 170
percent of the widths for single returns. The Treasury proposal
would eliminate marriage penalities due to the rate schedules for
most two-earner couples, because earnings generally are split less
evenly than assumed by the bracket widths.'3 Under the Bradley-
Gephardt proposal the bracket widths fur joint returns are approxi-
mately 200 percent of the widths for single returns. Therefore, it
virtually eliminates the marriage penalties due to the rate sched-
ules.

Under current law, a special deduction is provided for a portion
of the earnings of a second spouse. However, this deduction is
poorly targeted. For many married couples the deduction reduces,
but does not eliminate, the marriage penalty. Moreover, it in-

2 In addition to the ZBA and personal exemptions, Kemp-Kasten provides an extlusion for 20
percent of earned income up to the FICA wage base, Above thy. FICA wage base, 20 pen.-ent of
gross income o added bath, The effect of the CX1.UStUn L$ to WA wage income below the FICA
maximum at an effective rate of about 19.2 percent. Income ubuve the FICA maximum is taxed
at an effective rate of approximately 28.8 percent.

13 For approximately 45 percent of joint returns with two wage earners in 1979 the spouse
with the lower earnings accounted for less than 2: ix....cnt of ombaned wages. Unpublished
data from the Internal Revenue Service).
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creases the marriage bonus for many married taxpayers who have
never suffered from a marriage penalty. In addition, by violating
the objective that married couples with equal income should pay
the same amount of tax, the deduction means higher taxes for the
family where two jobs are held by one spouse than for the family
where two jobs are held by two spouses.

The Treasury Department's proposal reduces the marriage penal-
ty by flattening the rate schedules and setting the bracket widths
as indicated, the two-earner deduction would be repealed. Similar-
ly, the 4adley- Gephardt and Kemp-Kasten proposals would re-
duced marriage penalties by flattening the rate schedules, they
would also repeal the two-earner deduction.

Another view of the two-earner deduction is that it is a way of
addressing the imputed income problem. If this view is accepted,
however, single individuals as well as two-earner married couples
should be eligible for the deduction. None of the tax reform propos-
als follow this approach.

TREATMENT OF HEADS OF HOUSEHOLDS

At low and moderate levels of income, heads of households with
taxable sources of income have faced the greatest relative increase
in tax rates in the postwar era. One of the primary causes was the
failure of the personal exemption to keep up with inflation." This
shift in relative tax burdens is particularly important because the
proportion of taxpayers that are single heads of households with
dependents has increased more than threefold, from 2.6 percent to
8.8 percent, between 1962 and 1982.'5 In addition, while poverty
scales and other measures show that it costs about the same to sup-
port a given standard of living for an adult with one child as for
two adults, the tax system generally treats two adults more favor-
ably even when both have the capability of working and there are
no additional expenses for dependents.

The Treasury Department's proposal would help alleviate this
situation in two ways. First, the value of the dependent exemption
would be increased from $1,090 to $2,000. Second, the level of the
ZBA is raised so that it falls slightly more than halfway between
the ZBAs for single returns and joint returns. (Under current law
the ZBA for heads of household returns is set at the level of a
single return). Although the proposed increase in the ZBA for
heads of households under the Treasury Department's proposal
may be desirable on equity grounds, it also increases the divorce
bonus. For most taxpayers, however, the divorce bonus is probably
too low to offset the high monetary and personal costs of divorce.
The Bradley-Gephardt proposal recognizes the special circum-
stances of heads of households by providing a higher personal ex-
emption for the taxpayer ($1,800 rather than $1,600). The Kemp-
Kasten proposal also provides relief by increasing the amount of
the dependent exemption from $1,090 to $2,000.

"Sect Steuerle, Op. Cit.
"Internal Revenue Service, various issues.
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TREATMENT OF CHILD AND DEPENDFNT CAL EXPENSES

Current law provides a nonrefundable credit for certain child
and dependent care expenses. Congress justified this credit on the
grounds that these expenses must be incurred by many taxpayers
to earn a living and are comparable to other business expenses. If
this rationale is accepted, however, the expenditures should be de-
ductible, like other business expenses, rather than creditable.

Another rationale for the child care credit or deduction is to
adjust for the failure of the tax system to tax imputed income de-
rived from the provsion of child care services by the spouse who
does not work outside the home. The deduction would ensure that
persons who purchase child care services would be treated the
same as those who provide the services themselves. both activities
would be tax-exempt. If this approach is accepted, however, persons
who neither purchase child care services nor provide it themselves
would be treated less favorably, because they do not have imputed
income from child care services."

Others would argue that a child-care credit or deduction is justi-
fied in order to treat more equally those who work outside the
home and those who work in the homeeven if the taxation of im-
puted income for working in the home is not the issue. For exam-
ple, a single head of household earning $15,000 outside the home
and paying $4,000 for child care has less ability to pay tax than a
two-earner couple with $15,000 of income earned outside the home,
but no child care costs.

Under current law the credit for dependent care expenses is tar
geted to benefit low-income taxpayers. Implicitly, the current credit
favors work outside the home for certain lower- income taxpayers
and discourages work outside the home for higher-income taxpay
ers. With a given rate schedule, it may be desirable to target the
cost of a child-care allowance in this manner in order to increase
the progressivity of the tax system. When rate schedules can be
changed at the same time, however, any degree of progressivity can
be established at any income level. Under the Treasury Depart-
ment's proposal, the complicated &pendent care credit is replaced
with a simpler deduction for both itemizers and non itemizers. This
change reflects the view that expenditures for child and dependent
care are an expense related to earning income. Further, these ex-
penses, which are incurred in order to obtain or maintain employ-
ment, affect the taxpayer's ability to pay taxes at all income levels.
The Bradley-Gephardt proposal would also allow a deduction for all
taxpayers for child care expenses. However, the deduction would
be allowed only against income taxed at the 14 percent rate, pro-
viding, in effect, a 14 percent credit for eligible expenses. Thc
Kemp-Kasten proposal would disallow deductions for these ex-
penses.

TRANSFERS WITHIN THE FAMILY

Because of progressive tax rates, parents with significant wealth
can reduce their tax liability by shifting taxable in, ume to their

i McIntyre and Oldman (19771, p. 225.

67



64

children. Parents generally shift taxable income to their children
by giving income-earning assets to their children or by establishing
trusts that pay income to their children. Because of this asset shift-
ing, a portion of the family's income will be taxed at the child's
lower marginal tax rate. In effect, current law allc.vs a family to
split its income among family members and thereby reduce its ag-
gregate tax liability.

The ability to reduce taxes by shifting investment income to chil-
dren primarily benefits wealthy taxpayers. Families whose income
is largely from wages, i.e., those with only modest amounts of sav-
ings, do little income shifting and therefore pay tax on almost all
income at the parents' marginal tax rate. These parents are unable
to allocate a portion of their wages or income on their savings to
their children who have lower marginal tax rates.

Under the Treasury Department's proposals, property income of
children who are under 14 years old would be taxed at the parents'
marginal tax rate. The child would still be allowed a personal ex-
emption of $2,000 in addition to the $2,000 dependent exemption
taken by parents or guardians. In addition, the use of various trust
instruments to shift income among family members would be re-
stricted. Some exceptions would be made where it was clear that
the property derived from the child's own earnings or from trans-
fers from persons other than the parents. The Bradley-Gephardt
and Kemp-Kasten proposals would also reduce the attractiveness of
trusts by taxing trust income at the top marginal tax rate and by
changing various "throwback" rules which determine how trust
income will eventually be calculated.

TREATMENT OF THE POOR: THE EARNED INCOME TAX CREDIT

Under current law, the ZBA and personal exemptions are the
primary instruments for exempting the poor from taxation. Cur-
rent law also provides relief for the poor through the earned
income tax credit (EITC`. The EIT7, is a refundable credit against
income taxes for a portion of the earned income of certain low
income households with children. The EITC reduces income taxes
on the earnings of the poor and provides refunds to those with no
income tax liabilities.

One objective of the EITC is to increase the incentives to work
for those on welfare. When it was enacted, it was viewed as a way
of reducing inequities in public assistance coverage between work-
ing and non-working poor and of encouraging the poor to seek
work. As a pure welfare program, the EITC might be viewed as de-
ficient because it is inv..rsely related to need for incomes up to
$5,000, that is, those with earned incomes of $5,000 receive a larger
credit than those with earned incomes of $3,000. Nevertheless, the
larger credit may be justified, if the purpose of the credit is to in-
crease work incentives. In addition, the credit is not related to
family size, although larger families are in greater need of assist-
ance than smaller families. Other welfare programs and tax provi-
sions take differences in family size into account.

In order to restrict the benefits of the EITC to low income per-
sons, it must phase out in certain income ranges. In those phase-
out ranges, the incentive to earn an additional dollar is actually re-
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duced because the gradual loss of credit that accompanies in-
creased income is similar to a tax on that increased income. Under
current law, the EITC begins to phase out when earned income
reaches $6,500. For families with earned incomes of $6,500 or more,
the EITC reduces the incentive to work more, although the incen-
tive to work rather than not work increases because the credit
adds to Ster-tax income. For families with incomes of 5,000 or less
the EITC provides incentives both to work in general and also to
earn an extra dollar for additional work.

Another objective of the EITC is to moderate the effect of the
payroll tax (social security tax) on low income workers. Because the
payroll tax is levied on the first dollar of earnings up to the maxi-
mum taxable amount, it is a heavy burden on low income workers.
However, the EITC is an inadequate offset for payroll taxes, be-
cause the credit rate is lower than the social security tax rate.'7
Moveover, if the credit is viewed solely as a payroll tax offset, it
should be extended to all working poor, including single persons
and married couples without children. Extending the credit to
these groups would be costly. In addition, it would be difficult to
prevent certain individuals who are not poor in actualitysuch as
working children from claiming the credit.

Despite the incomplete application of the EITC to its various ob-
jectives, the Treasury Department's proposal retains it and indexes
the dollar amounts for inflation. If the credit were repealed, one of
the goals of the Treasury Department's proposalsmaintaining the
current distribution of the tax burdencould not be achieved. Be
cause the EITC is the only refundable credit applying to individ-
uals, its repeal would raise the negative tax burden of many low
income individuals to zero or higher. If a major redesign of the
credit is believed to be desirable, it probably should bc considered
in the context of an examination of all forms of direct and indirect
assistance for low-income families.

The Bradley-Gephardt proposal would retain the current EITC.
The Kemp-Kasten proposal would increase the cr AA percentage,
but would phase out the credit faster than current law. The Kemp-
Kasten proposal would also index for inflation the dollar amounts
of the credit.
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FAMILY CHARACTERISTICS AND HORIZONTAL EQUITY: A
COMPARISON OF THREE TAX REFORM PROPOSALS*

Gregg A. Esenwein"

ABSTRACT

Reforming the Federal individual income tax is an issue which
has generated considerable interest in recent months. Three of the
most prominent tax reform plans are the Bradley/Gephardt,
Kemp/Kasten, and Treasury proposals. A reoccurring theme in the
debate over tax reform is that of horizontal equity, the equal tax
treatment of equals. Of the various factors which tend to influence
horizontal equity, two, marital status and family size are the sub-
ject of analysis in this report. The purpose of the report is to ana-
lyze how these three reform proposals differ in their treatment of
marital status and family size and how these differences affect hor-
izontal equity.

INTRODUCTION AND SUMMARY.

Reforming the Federal individual income tax is an issue which
has generated considerable interest in recent months. Numerous
proposals have been offered and several have been introduced as
legislation in the 99th Congress. Of these, the two legislative pro-
posals receiving the greatest attention are the Bradley/Gephardt
"Fair Tax Act of 1985" (H.R. 800/S. 409) and the Kemp/Kasten
"Fair and Simple Tax Act of 1985" (H.R. 777/S. 325). The Treasury
Department has also been involved in studying tax reform, recent-
ly releasing an option paper entitled "Tax Reform for Fairness,
Simplicity, and Economic Growth".

There are three commonly accepted of equity under an
income tax; progressivity, marriage neutrality, and the equal tax-
ation of those w.,th equal incomes. Progressivity involves questions
of vertical equity, while marriage neutrality and the equal taxation
of equals involve horizontal equity issues. A problem arises, howev-
er, in that the three goals tend to be mutually exclusive. That is, in
general, an income tax can be designed to achieve any two of the
goals, but it can not simultaneously achieve all three. Hence, re-
forming the income tax system by definition will involve choices
among these three competing concepts of equity.

In the current debate over tax reform, progressivity has not been
an issue and the debate has focused on issues of horizontal equity.
The current income tax system is often criticized as violating hurl.

Earruis NorrE. -Since this paper was orginally pleputt.,1, the HempKasten tax proposal bus
been amended slightly. The changes must rekvant to the analyses in this report arc the *-
crease in the Zeru Ellmket Amount tZBA.) for heads of households and the det.rease *n the ZBA
for single taxpayers and married couples filing jointly.

Economic Analyst, Economics DivisionCongressional Research Services

(67)



68

zontal equity in that similarly situated individuals often pay very
dissimilar amounts of income tax. These horizontal inequities
occur, in part, because under the current income tax system an in-
dividual's tax liability is influenced by the source of his income, the
use of his income, his marital status, and the size of the taxpaying
unit to which he belongs.

Of the various factors which tend to introduce horizontal inequi-
ties into the tax system, two, marital status and family size, are
the subjects of analysis in this report. All three of the tax proposals
mentioned earlier would affect either implicitly or explicitly, the
influence of marital status and family size as determinants of tax
liability. The purpose of this report, therefore, is to analyze how
these tax proposals differ in their treatment of marital status and
family size and what these differences mean in terms of horizontal
equity.

The remainder of this section contains a brief summary of find-
ings of the analysis. The second section provides a detailed descrip-
tion of how, under each reform proposal, marital status would in-
fluence final tax liabilities. The final section examines how tax li-
abilities would vary among families of different size and filing
status under the three reform proposals.

All three of the tax reform proposals would continue to define
married couples as the tax unit and would, as a consequence, con-
tinue to violate the principle of marriage neutrality. In addition,
all three proposals would repeal the two-earner marital deduction.
Other structural changes would also affect the magnitude and
extent of the maximum marriage penalty under each reform pro-
posal. Based on the analysis contained in section I, the following
observations regarding the maximum marriage penalty experi-
enced by two-earner couples with 50/50 income splits are possible:

1. Bradley/Gephardt would eliminate the "marriage penal-
ty" for two-earner married couples with incomes below ap-
proximately $50,000. Two-earner married couples with incomes
above $50,000 would experience a "marriage penalty", but in
most cases, it would be lest than the penalty under current
income tax law.

2. Kemp/Kasten would substantially increase the maximum
"marriage penalty" compared to current tax law for two-
earner married couples with incomes of $30,000 or less. Two-
earner married couples with incomes ;n excess of approximate-
ly $40,000 would experience a substantial reduction in the
maximum "marriage penalty".

3. The Treasury proposal would also increase the maximum
"marriage penalty' for two-earner married couples with in-
comes of approximately $50,000 or less. The increase, however,
would be smaller than that under the Kemp/Kasten proposal.
Two-earner married couples with incomes over $50,000 would
experience a slight reduction in the maximum "marriage pen-
alty" as compared to current law.

Under the current income tax system, there ib a wide variance in
the effective income tax rates of families with equal pre-tax stand-
ards of living. In general, large families tend to bear a relatively
larger tax burden than do smaller families. By calculating the ef-
fective income tax rates of families with different characteristics
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but equal pre-tax standards of living, it was possible to determine
how these three tax reform proposals would affect this aspect of
horizontal equity. Based on these calculations, the foil. wing obser-
vations can be made.

1. Bradley/Gephardt would increase the differentials in ef-
fective income tax rates for families of varying size who have
pre-tax incomes which would equate their standards of living.
That is, large families would be taxed more heavily relative to
small families than they are under the current income tax
system. The child care provisions contained in the Bradley/
Gephardt proposal help to mitigate these differentials for those
families with child care expenses, but in the aggregate do not
reduce them below current law levels.

2. The Kemp/Kasten proposal would substantially reduce
the differentials between the effective income tax rates of large
and small families with equal pre-tax standards of living. Al-
though Kemp/Kasten would eliminate the child care provi-
sions, other structural changes are such that there would be a
more equal distribution of the tax burden than under current
law, among families of varying size and filing status.

3. The Treasury proposal would also substantially reduce the
differentials between the effective income tax rates of large
and small families with equal pre-tax standards of living. The
Treasury's child care provisions redue the differentials even
further and would come close to equating the effective income
tax rates of large and small families with equal pre tax stand-
ards of living.

The three tax reform proposals in question were forced to make
a choice between three competing concepts t,f equity. All three pro-
posals opted for progressivity. Bradley/Gephardt appears to stress
elimination of the marriage penalty at the expense of greater in
equality between the relative tax burdens of families of different
size and filing status. Both Kemp/Kasten and the Treasury take
the opposite tack, emphasizing more equality in the relative tax
burdens of large and small families, while at the same time produL.
ing a much more pronounced marriage penalty.

I. THE MARRIAGE PENALTY AND TAX REFORM

One widely accepted goal of the individual income tax is that it
should be marriage neutral. Marriage neutrality means that the
tax system should not influence the choice of individuals with
regard to their marital status. Marriage neutrality, however, tends
to conflict with two other concepts of equity. that couples with the
same income should pay the same tax and that the tax system
should be progressive.:

By defining the married (..ouple as a single tax unit, the current
individual income tax violates the principal of marriage neutrality.

' It should be noted that the argument for equal taxation of couples with the same total
interne is weakest water& the umparisun 15 between twu-earnet married t.ouples and une-earner
married couples. It an be argued that in this case the couples are, in hut, nut equal since the
4)10-earner couple benefits from the extra time available to the nuriwyiking apuuse, a benefit nut
avaviable to the two-earner tuuple. If this printiple is accepted, then the three tuntepts of etluity
are no longer in conflict.
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Some married couples pay more income tax than they would as
two singles, while other married couples pay less income tax than
they would as two singles. The current tax system creates a situa-
tion in which there are both marriage penalties and marriage bo-
nuses.2

The existence of the marriage penalty has long been recognized
and the Economic Recovery Tax Act of 1981 contained provisions
designed to mitigate the problem. As a result of the 1981 Act, two-
earner married couples are allowed to exempt from tax 10 percent
of the lower earning spouse's earned income (the maximum deduc-
tion is $3,000). Although this partial deduction helps alleviate the
marriage penalty, it does not eliminate it in all cases.

The three most important structural factors affecting the mar-
riage neutrality of an income tax are the personal exemptions,
standard deductions (zero bracket amounts), and the tax rate
schedules. For the system to be marriage neutral, the personal ex-
emption, standard deduction, and tax rate brackets for a joint
return should be twice that of a single return. This, in essence,
would produce a system comparable to optional separate filing.

The largest penalty is experienced by couples whose income is
equally divided. The penalty occur& because the income of one
spouse is added on to the income of the other spouse and taxed a
higher marginal rate that it wuld have been if they both filed
sirgle returns. Had the joint tax rate brackets been exactly twice
that of the single schedule, the penalty would not occur.

Under 1985 income tax law, the personal exemption for a single
return is $1,040 and the personal exemption for a joint return with
no dependents is $2,080. The standard deduction for a single return
is $2,390, while the standard deduction for a joint return is only
$3,540, less than twice the standard deduction for a single return.
This trend continues throughout the tax rate structure, where for
joint returns, the income level at which a given tax rate is applied
is always less than twice that of a single return.

This section focuses how these tax reform proposals would
affect couples experiencing the maximum marriage penalty, those
with 50/50 income splits. Table 1 shows the marriage penalty for
these couples under 1985 law, Bradley/Gephardt, Kemp/Kasten,
and the Treasury tax reform proposal. The penalty is measured in
terms of the perct..,tage difference in the tax liability of a married
couple compared to two singles with the same income. For exam-
ple, as seen in column 1, the tax liability of a two-earner married
couple with $20,000 of income would be about 5 percent more than
two singles. The penalty under current law increases as incomes in-
crease, peaking at around $75,000. At incomes above $75,000, the
penalty declines because the rate of progression in the tax rates for
joint returns starts to flatten out.

2 Marriage bonuses occur only when one spouse earns more than 80 percent of the couple's
income. The maximum marriage penalty occurs when each spouse earns a percent of the

total income. Given recent changes in public attitudes, it has been suggested that the existence
of marriage bonuses present less of a problem than marriage penalties, since fewer people would
be expected to marry solely to reduce their tax liabilities compared to the number of singles
who might opt for cohabitation rather than marriage in order to reduce their tax liabilities.

214
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TABLE 1.PERCENTAGE DIFFERENCE IN TAX LIABILITY OF TWO EARNER MARRIED COUPLES AND

TWO SINGLES 1

(In want)

Orthined roma keel Current law
(1915)

Bri*Y/Ward Kemp/Kasten freavay

$20,000 4.79 0 28.79 17.31

$25,000 608 0 17.92 11.69

$30,000

$40,000

873
10 92

0

0

13 01

8.41

L82
15.13

$50,000........... ......... 13 51 2100 6 21 13.97

$75,000 15 65 13.10 3.75 12.80

$100,000 1244 812 241 10.29

Assenes all mane is ea/mutants. that the standard (*Xenon was tam and that the marred couples had a 50,30 mane split.

Under the Bradley/Gephardt plan, the marriage penalty would
be eliminated for two-earner married couples with incomes below
$40,000. At these income levels, the combined standard deduction
and personal exemptions for a joint return are $9,200, exactly twice
that of a single return. In conjunction with a flat tax rate of 14
percent for both joint and single returns, those structural changes
result in marriage neutrality.

At income levels above $40,000, however, the Bradley/Gephardt
proposal would produce a marriage penalty. The penalty would be
most pronounced for two-earner married couples at the $50,000
income level. The reason for the marriage penalty at these income
levels is the surtax on adjusted gross income (AGI). The surtax for
joint returns kicks in at 12 percent for AGI in excess of $25,000 for
singles and $40,000 for joint filers and 16 percent for AGI in excess
of $37,500 for singles and $65,000 for joint filers. Since the AGI
levels at which the surtax becomes effective for joint returns are
less than twice the levels where they become effective for single re-
turns, two-earner married couples subject to the surtax will pay
more tax that would two singles.

Under Kemp/Kasten, the marriage penalty for couples with in-
comes under $30,000 is more pronounced than it is under current
law. The reason for this is that the standard deduction for a joint
return is $3500, while the combined standard deduction for two sin-
gles is $5400.

Since Kemp/Kasten has a flat rate tax and the $1900 difference
in the standard deductions is fixed, the marriage penalty as a per-
centage of tax liability declines as incomes increase. For two-earner
married couples with incomes in excess of $40,000, the penalty is
less than that under current law.

Under the Treasury proposal, the marriage penalty as a percent-
age of tax liability is more pronounced than under current law for
two-earner married couples with incomes below approximately
$50,000. The penalty results from the fact that the standard deduc-
tion and associated tax rate schedule for joint returns is less than
twice that of single returns. As incomes increase, however, the rel-
ative penalty becomes lest pronounced, eventually falling below the
levels of current law.

To summarize, it appears that Bradley/Gephardt has placed
more emphasis on eliminating the marriage penalty than has
Kemp/Kasten or the Treasury. Bradley,'Gephardt eliminates the

)7 5
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penalty for two-earner couples with incomes below $50,000 and re-
duces vhe penalty for two-earner couples with incomes above
$50,000. Kemp/Kasten increases the penalty for two-earner couples
with income below $30,000 and reduces it at higher income levels.
The Treasury proposal would also increase the penalty for certain
couples, those with incomes below $50,000, while reducing it at
higher income levels.

II. FAMILY SIZE AND TAX REFORM

One concept of equity th is somewhat difficult to define and,
hence, one that has generated considerable debate, is how an
income tax should treat families of different size. At one end of the
spectrum are those who would argue that children constitute "con-
sumption" (a voluntary expenditure) on the part of their parents. If
children do constitute consumption, then there should be no special
provisions for families with children, since under an income tax,
the assessment of tax should not be influenced by the use of
income. At the other end of the spectrum are those that would
argue that children represent an investment in the future, an in-
vestment in human capital which p-ovides benefits both to the par-
ents and to society in general. If they are an investment, then the
costs associated with raising children should theoretically be de-
ductible under an income tax.

There is no clear cut theoretically correct answer to this issue,
although it appears that popular opinion falls somewhere between
these two extreme views. That is, under an income tax, some at-
tempt should be made to account for differences in family size
when income taxes are assessed. The basis for this line of reasoning
is that equity requires that each family experience equal sacrifice,
families with equal pre-tax standards of living should be assessed
taxes such that they are able to maintain equal after-tax standards
of living. In other words, families with equal pre-tax standards of
living should pay the same percentage of their income in taxes.

For example, assume that a family of four requires $20,000 to
maintain a given standard of living, while a family of six requires
$30,000 to maintain the same standard. To satisfy the principal of
equal sacrifice, each family should pay the same proportion of their
income in taxes. That is, they should have the same effective
income tax rate. Hence, to be equitable, if the family of four pays
$2000 in tax (10 pecent of its income), then the six-person family
should pay $3000 in tax (10 percent of its income).

If this is, in fact, the equitable way to assess income taxes the
question then becomes. what is the relationship between family
size and iih-ome levels needed to equate pre-tax standards of living?
Several income equivalency indexes have been developed to show
the income levels needed to equate the standards of living of differ-
ent sized families. A common feature of these indexes is that, due
to the "club" nature of household goods and economies of scale, the
additional increments of income required to maintain a given
standard of living decrease as family size increases. For example, if
one assumes that a two-person family required $20,000 of income to
achieve a given standard of living, a four-person family, rather

7g
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than needing $40,000 of income, could achieve the same standard of
living on, say, $30,000 of income.

To analyze how well these three tax proposals meet this criterion
of equity, the tax liabilities of different-sized families with equal
pre-tax standards of living were calculated under each proposal. An
equivalency index for poverty level budgets was used to determine
the income levels needed to equate the pre-tax standards of living
of families with two to six members.3 The income level of a two-

. person family to which the index was applied was diosen to rough-
ly reflect a median standard of living. It should be noted that this
equivalency index was designed to reflect the experiences of fami-
lies at or near the poverty level and may or may not reflect the
relationship of families at median income levels. This analysis as-
sumes, however, that the index is valid for use in equating pre-tax
standards of living for median income families.

Three types of family units were used in the analysis, married
one-earner, married two-earner, and single head of household. In
order to account for the intrinsic value of an adult who stayed at
home, it was assumed that to maintain the same standard of living,
one-earner married couples required incomes that were $7000 less
than the incomes of two-earner married couples and single heads of
households. The $7000 amount was chosen to roughly reflect the
income that could be earned by an individual with a full-time job
that paid the minimum wage. As a result, family incomes ranged
from $20,286, for a one-earner married couple with no dependents,
to $54,572 for a single head of household with five dependents. It is
important that the reader realize that these income levels are as-
sumed to represent the incomes which would equate the pre-tax
standard of living of all the families regardless of their filing status
or size.

Tables 2 and 3 present the results of these calculations. Table 2
shows the effective income tax rates of families with equal pre-tax
standards of living assuming no child care expenses. Table 3 shows
the same information assuming child care expenses are incurred.
Child care expenses were assumed to be $2400 for one child and
$4800 for two or more children.4

Certain points about the data contained in these tables are worth
mentioning. Due to the nature of the assumptions, the reader is
cautioned about placing too much emphasis on the actual numeri
cal values of the data presented. For instance, in tables 2 and 3,
across-the-board comparisons of the level of effective tax rates can
be misleading since it is not clear that all three proposals would
have the same effect on aggregate Federal revenues. The important
comparison in these tables is how effective tax rates vary by family
characteristics under a given reform proposal.

' Pechman, Joseph A. Federal Tax Pulii y, 4th ed. The Brookings Institution. Washington,
1983. p. 79.

Under current law, a tax credit is available fur certain Auld expenses *marred fur the pur
pose of being gainfully employed. The maximum cxperises to whah the credit iirt be applied is
$2,490 for one child and $4,b00 fur two or more children. 13radley.Gephardt would change this
credit to 41 deduction limited to the employment related 4.1 pulses im.uired during the taxable
year. Kemp,Kasten would repeal the child credit. The Trea;,,,iy proposal would change the
credit to a deduction subject to the same dollar limitations as current law.
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It should also be noted that the family characteristics used in
these calculations are not necessarily representative of the popula-
tion as a whole. They were chosen to provide illustrative examples
only. Finally, it should be noted that all three tax reform proposals
would reduce the level of income taxes for all of these families
compared to the level of income taxes under current law. Hence, in
the following analysis, when a tax reform plan is described as re-
ducing or increasing the differences in effective income tax rates
among families, the reference is to relative differences rather than
absolute differences.

TABLE 2.-EFFECTIVE INCOME TAX RATES OF FAMILIES WITH EQUAL PRE -TAX STANDARDS OF

LIVING 1

Fan* type and forty sae

Married one-earner,

2 $20,286 10 31 7,65 10.33 923

25,743 11,46 8.45 10 34 9 29

4 34,202 1179 9.42 11.13 983

5 41,569 15 53 10.34 11.86 10 02

48,572 16 98 12.03 12.99 1081

Married two-."--ea-rner.2

27,286 11.80 9 28 12.60 10 71

3. 32,743 12.83 964 12.24 10 51

41,202 14.12 10 54 12.50 11.04

48,569 16 37 12.60 12.53 12 13

54,572 17,39 13 82 12.38 12.63

Single head of household

2 27,286 15.29 12.03 13.31 10 88

3 32,143 16.52 13.93 12.82 11,18

41,202 18,97 16 43 13.34 12 80

5 48,569 20.65 18.20 14.70 13.62

6, 54,572 21.79 19.24 15 37 13.96

I

Uterine Income tax rates (percent)
Income
levels Current law Bradley// Kemp/ hum

1985 Gephardt Kasten

Assumes an rag/sexy MOM! ud no dented deduction
2 Assmes 50/50 recent spit.

TABLE 3.-EFFECTIVE INCOME TAX RATES OF FAMILIES WITH CHILD CARE EXPENSES AND EQUAL

PERTAX STANDARDS OF LIVING INCOMES

Farn4 type and family sae

Married oneearner,

2 $20,286 10.31 7 65 10.33 9 23

3 25,743 11.46 845 11.34 929

4 34,202 13.79 9.42 11,13 9.83

41,569 15 53 10 34 11.86 10 02

47,572 16.98 12.03 12,99 10 81

Married N10-earner 2

2 27,286 11,80 928 12,60 10 71

32,743 11,36 8 61 12.24 9 41

41,202 12.39 8.91 12,50 8 96

5. 48,569 14,39 11.22 12,53 966

6 54,572 15.63 12 59 12.38 10.44

Single head of household. 3

(Halm more tax rates (percent)
Income
levers Current Law Bradley/ KemP/ hum

1985 Gephardt Kasten

27.286 13 44 10 80 13.31 9 56

32,743 13.59 11.88 12,82 8.45
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TABLE 3. EFFECTIVE INCOME TAX RATES Of FAMILIES WITH CHILD CARE EXPENSES AND EQUAL

PER-TAX STANDARDS OF LIVING INCOMES 'Continued

fray type and IV* sue

El fectm tome lax rates (percent)
Ineccse

levels Went taw Bradley/ Kemp/ Treasuiy
1985 Gephardt Kasten

4. ,,,,,,, ........ .... ........ 41.202 16.64 14.80 13 34 9 89

5 . 48569 18.67 16 82 14.70 11.15

6 54.572 20.03 18.01 15 37 11.76

I Amines al wage/salary Income and D3 den* &kW*.
2 Assumes 50/50 inane split

Assumes doluebbk etai are expenses 01$240010 me add and $4800 tor two a nave aldren.

As can be seen in tables 2 and 3, under the current income tax
system there is a significant variation in the rates of tax paid by
essentially equivalent families. This variation in effective tax rates
is a result of differences in family size and filing status and indi-
cates an inequitable distribution of the tax burden. With regard to
family size, smaller families bear a much lighter tax burden than
do larger families. For example, the effective income tax rate of a
married one-earner couple with no children is only 10.31 percent
while a married one-earner couple with four children and an equiv-
alent pre-tax standard of living has an effective tax rate of 16.98
percent.

Filing status also influences the distribution of the tax burden,
with married one-earner couples bearing the lighest burden fol-
lowed by two-earner married couples. Heads of households incur
the heaviest tax burden. For instance, in table 2, a married one -
earner couple with two children has an effective tax rate of 13.79
percent, a married two-earner couple with two children has an ef-
fective tax rate of 14.72 percent, while a single head of household
with three children has an effective tax rate of almost 19 percent.

The child care provisions help to mitigate t} use differentials, al
though they are not eliminated. For example, in table 3, the effec-
tive tax rate of a single head of household with three dependents is
16.64 percent compared to 18.97 percent in table 2. Hence, in gener-
al, the current law child care provisions help to reduce the distor-
tions in effective tax rates between married one-earner families
with children and married two-earnen'single head of household
families with children.

Under Bradley/Gephardt, these same patterns are repeated.
large families are taxed more heavily than small families and
single heads of households are taxed more heavily than married
couples. However, it appears that the distortions in the effective
income tax rates among families of different size and filing status
are more pronounced under Bradley,'Gephardt than under current
law. The increase is primarily the result of two structural changes
contained in the Bradley/Gephardt plan.

First, the personal exemption for adults filing joint or single re-
turns would be $1600 per person ($1800 for heads of households)
while the personal exemption for dependents would only be $1000.
This tends to increase the distortions in effective tax rates between
families with several children and those with few or no children.

7
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Second, Brad ley/Gcphardt would, with the exception of the per.
sonal exemption, eliminate the head of household filing status. The
personal exemption for single heads of households would be $200
more than that of a single, but they would be subject to the same
standard deduction and surtax rates as single filers. This change
would increase the distortion between the tax burden of families
filing joint returns and those of equal size filing head of household
returns. The child care provisions under Bradley/Gephardt would
help to mitigate these distortions in the tax burdens of similar fam-
ilies, but the distortions would remain larger than those under cur-
rent law.

As was the case under both current law and Bradley/Gephardt,
the same patterns in the distribution of the tax burden appear
under Kemp/Kasten. Kemp/Kasten, however, would, when com
pared to current law, reduce the distortion in effective tax rates
among families with equal pre-tax standards of living. It does this
primarily through an increase in the personal exemptions and by
increasing the standard deduction for head of household returns
relative to joint returns. Although Kemp/Kasten would eliminate
the current law child care credits, it would still produce a substan-
tial improvement, compared to current law (which includes the
child care credit), in the distribution of the tax burden among simi
larly situated families.

The Treasury proposal would also substantially reduce the distor-
tions in the effective tax rates of families with equal pre-tax stand-
ards of living. As was the case with Kemp/Kasten, this improve-
ment is achieved through an increase in the exemptions for de-
pendents and an increase in the standard deduction for heads of
households relative to that of joint returns. In addition, the child
care provisions contained in the Tleasury proposal would effective-
ly eliminate the distortions in the distribution of the tax burden
among similarly situated families.
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IMPLICATIONS OF TAX ALTERNATIVES FOR FAMILIES:
HOW TEN FAMILIES FARE UNDER FIVE TAX. PROPOSALS

Martha H. Phillips
The current tax reform debate and particularly the flat tax con-

cept are motivated by several concerns. Sponsors contend that ev-
eryone ought to pay a fair share of the tax burden and that special
tax breaks, allowances and exempted forms of income which
permit some, usually wealthy, taxpayers to escape most of their tax
burden ought to be repealed. There is also a belief that the present
tax structure is far too complicated and difficult for our self-admin-
istered tax system. Another major emphasis is on reducing the
marginal tax rates. The top tax rate is currently 50 percent, twenty
percentage points less than the 70 percent rate in effect until 1981.

There are several things the flat tax sponsors do not want to do.
They all maintain that enactment of a flat tax ought not to be a
revenue-increasing event. Therefore, each proposal is defended by
its sponsor(s) as a revenue-neutral plan, (the difficulties of estimat-
ing r.nd the debate over static versus dynamic assumptions not-
withstanding.) The sponsors do not want to tax those below the
poverty level, so each has tried to design a tax structure that puts
people with poverty-level incomes below the federal income tax
threshold.

The impact on families has always been a factor in tax policy,
and more recently, some interest in the impact of tax policy on
women has been evident as well. Although these concerns have
seldom if ever been a dominant motivation behind major tax initia-
tives, such considerations have spurred successful efforts to incor-
porate limited specific features into the present tax system. The
same may be true of the current tax reform debate. While there is
recognition that women and particularly families may require spe-
cial attention in the development of a tax alternative, this can
hardly be said to be one of the central motivating factors or evalua-
tion criteria.

YARDSTICKS FOR MEASURING IMPACT ON FAMILIES AND WOMEN

The tax code distinguishes quite t..xplic:tly in many ways between
married couples and single individuals and between single indi%id-..

uals with dependents and those without. However, it is gender-neu-
trrO. in its draftmanship. (In one instance pertaining to alimoiv
payments, for example, it uses the terms, "husband' and "wife,
but these terms are defined so that "husband" can mean "wife"
and 'wife" can mean "husband" if the circumstances require.) Nev-

' Deputy Minority Chief of Staff. Committee on Ways & Means. U S. House of Representa-
tives The views contained in this paper are solely the authors and du nut at.-cessartly reflect the
opinions of any Member of the Committee on Ways and Means.

(Ti)
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ertheless, it may be useful in this review of flat tax alternatives to
keep in mind several yardsticks for evaluating how families and
women fare under various schemes.

The most straightforward analysis, of course, is simply to com-
pute whether an individual or a family will have more or less
after-tax income under a proposal compared to present law. This
calculation may become more complicated however, if the proposal
raises revenues which are then dedicated to a program serving a
targeted class of families such as low income families with children
or families needing medical assistance. Some families may see their
taxes increase but then recoup those taxes and more under the pro-
gram financed by the new or increased tax. The social security tax
operates in this manner to some extent; the taxes fall heavily on
low income taxpayers, but retirees with low average earnings re-
ceive benefits equal to a higher proportion of their pre-retirement
earnings than do workers with higher earnings.

Another consideration is the relative, rather than the absolute,
position of taxpayerswhether they will be better or worse off
under a proposal than other taxpayers. If, for example, family A is
taxed less than family B under present law and under a proposal
family B's tax is reduced to the level of family A's, would family A
be considered worse off under the proposal than under present
law? Althougn family A's tax liability has remained the same, it no
longer enjoys an advantage over its neighbors, family B. If both
families experience a net tax reduction or increase at the same
time that the gap between their tax liabilities is narrowed or elimi-
nated, an evaluation can be based on either the size of the relative
gap or the amount of tax-reduction or increase. Perhaps because it
tends to fog political perception, this technique has frequently been
used in the past: adjustments in the structure of the tax system
generally have been accompanied (paid for, some would suggest) by
rate reductions. For example, in the Economic Recovery Tax Act of
1981 (ERTA), all families enjoyed a substantial cut in their tax
rates, but two-earner couples were benefited by the creation of a
new deduction to compensate them for the marriage tax "penalty"
they suffered compared to single workers. In addition, the work re-
lated dependent care credit was increased for families with incomes
below $28,000. Some one-earner families who care for their chil-
dren at home protested that they were treated inequitably because
even though they received the same rate cuts as all taxpayers (and
therefore have lower taxes today than they would have had with-
out the legislation), they did not get as generous treatment as their
two-worker neighbor couples who benefited from the new two-
earner deduction and an expanded dependent care credit in addi-
tion to the rate reduction.

Another criterion is the treatment of kimbolic features of the tax
code. Over the years, many adjustments havt been made in recog-
nition of special needs and burdens of families of various types.
The differential rate structure for married, single and head-of-
household taxpayers, the adoption-expense deduction, the two-
earner deduction, the earned income credit, the credit for the elder
ly, the spousal Individual Retin...ient Account (IRA) deduction are
only a few examples of ways our system of taxes has responded to
political pressures to take into account situations in families' cir-
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cumstances that affect their ability to pay taxes. Some of these ad-
justments, such as the differential rate structure, the Earned
Income Tax Credit [EITC] or dependent care credit, can reduce a
family's taxes considerably. But others may have more symbolic
than financial importance. For example, the deduction for the first
$1500 of legal expenses for adopting a "special-needs" child with
handicaps or other problems is worth between $165 and $750 at
most, depending on the family's marginal tax rate, a relatively
small amount compared to adoption costs. Yet the feeling that the
cax code should somehow recognize the extraordinary efforts and
expenses involved in these adoptions led to the creation of this de-
duction. Others have proposed a credit or deduction for care of an
elderly or disabled dependent in one's home as a recognition of the
extra burdens this entails. If such special deductions are eliminated
in order to reduce the tax rates for all families, will taxpayers with
special needs be better or worse off? Even though a family's tax
burdens may be identical under both present law and a particular
proposal, if it benefits from a provision that symbolically recognizes
its circumstances, a family might well perceive the tax system as
being more favorable.

Some tax provisions have the effect of encouraging or discourag-
ing taxpayer behavior. Some of these effects have been intended,
but some have not. The deduction for two-earner couples, for exam-
ple, was enacted not only in response to equity considerations vis-a-
vis this couple's tax burden relative to the burden of two single in-
dividuals with the same earnings, but also because it was becoming
apparent that at least some two-earner couples were divorcing or
postponing marriage in order to avoid the tax "penalty" they in-
curred at the wedding. Congress wanted to take taxes out of the
matrimonial decision process. However, the deduction was struc-
tured so that it applied to the first $30,000 earned by the lesser-
earning spouse in all two-earner couples, even those who were en-
joying a marriage "bonus" relative to two single individuals. The
couples in the bonus range were those whose lesser-earning spouse
earned, generally, twenty percent or less of the couple's combined
income, due to part-time, part-year, or low-paid employment. These
couples still benefited from using the joint return zero bracket and
rates despite the earnings of the second spouse. Applying the two-
earner deduction to such couples not only compensated them for an
inequity they had not experienced, but it may have served to en-
courar work outside the home by someusually wiveswho oth-
erwise might not have felt that their small net return from em-
ployment after taxes and work expenses made sense in terms of
family priorities.

Horizontal and vertical equity are the traditional ways of meas-
uring tax impact. Horizontal equity is the idea that t payers with
comparable incomes should pay comparable taxes. Ni,rtical equity
is the notion that tax liability should be based on relative ability to
pay so that taxpayers with higher incomes should be taxed propor-
tionately more than those with lower incomes. These are not diffi-
cult concepts to understand, but they have remained stubbornly
difficult to measure or implement. Horizontal equity is confounded
by having to allow for differences in family composition, as well as
expenditure and earning patterns. Trying to arrive at an equitable
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tax burden for, say, a husband earning $15,000 with a wife who
stays home to care for a child, and a divorced mother who earns
$10,000 and receives $5000 in child support payments which just
covers the cost of dependent care for her two children while she is
at work or a family where the father earns $15,000 to support his
wife and teenage son who himself earned $5000 during the summer
on a construction job which he will save for college, is at least as
much a political exercise as an exact science.

Vertical equity can be measured by ascertaining the portion of
the tax burden paid by families at different income levels and by
looking at the progressivity of the tax system. Tax cuts or increases
that are equal to a specific percentage of tax burden or rate sched-
ulesuch as the 23% cut in tax rates enacted in ERTA or the 10%
surtax imposed in 1986will have a greater impact on wealthier
taxpayers. A pure version of the flat taxwith everyone paying a
fixed percentage o: income regardless of family size, marital status
or poverty thresholdswould violate the principles of vertical
equity. However, most flat tax proposals provide more or less pro-
gressivity by exempting from taxation some portion of taxpayers'
income. This can be accomplished through a standard deduction, a
deduction based on a percentage of earnings, a zero bracket
amount, a credit for taxpayers with low income, or through person-
al exemptions. Several proposals use these in combination to
achieve a considerable degree of progressivity while using only one
to three tax rates.

Closely related t' he issue if progressivity is the tax treatment
of families and individuals with incomes below the proverty level.
Legislative history in recent years has reflected a Lirly explicit
intent to make sure that the tax thresholdthe income at which
people begin to have tax liabilitydoes not fail below the _fficial
poverty line. The earned income tax credit, the personal exemp-
tion, and the zero bracket amount have been the primary tools to
achieve this policy, although the credit for the elderly also helps to
provide relief for low income elderly people. The stated goal of not
taxing people at or below poverty levels has not been achieved con-
sistently. This is because until recently the personal exemption
and the zero bracket amounts were not indexed, and because the
earned income tax credit is still not indexed for inflation. There-
fore the official measure of poverty rose to ever higher dollar levels
while the key tax provisions protecting low-income families were
adjusted only occasionally.

Indexation raises the issue of the impact of a proposal on fami-
lies over time. While families may fare better under a specific pro.
posal initially than they do today, this may not continue to be the
case if various thresholds, brackets, exemptions and credits are not
indexed to reflect inflation. The earned income tax credit which is
available to certain low income families with children and the de-
pendent care tax credit are two examples ;n present law which
have diminishing valueand therefore provide diminishing protec-
tionfor families over time, because they are stated in terms of
specific dollar thresholds which do not increase along with poverty
levels or taxpayers' incomes.

Finally, measuring the impact of tax alternatives on women and
families should include an examination of the tax base. Flat tax
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proposals generally involve widening the tax base to include the
value of some forms of income which are not taxable currently.
Employee benefits, including medical and disability insurance,
group term life insurance, and dependent care assistance provided
by the employer may become subject to income tax under various
tax options, along with the so-called "cafeteria" feature of some
benefit programs which permits employees to select the combina-
tion of benefits or taxable compensation most appropriate to their
families' needs. When the norm was the breadwinner father and
the at-home mother, little need was seen to provide anything other
than the so-called core benefitshealth insurance, disability cover-
age and a retirement plan. However, the workplace now includes
single mothers, two-earner couples as well as women who have not
married. For them, the option to choose among tax-free benefits or
taxable cash compensation may be attractive. For low-income
single working mothers, access to health insurance at the work-
place is a major concern.

Because some types of income are particularly important to
women and families at different points in their life cycles, the in-
clusion or exclusion of these from the tax base is important. In ad-
dition to those types of income already discussed, the reliance by
the elderly on interest and dividends to supplement their retire-
ment incomes and on whole life insurance should be kept in mind.
Other income currently excluded from taxation includes benefits of
various typesAid to Families with Dependent Children, food
stamps, Supplemental Security Income, and other types of means-
tested assistance. Some benefits, such as social security and unem-
ployment compensation, are partially excluded from taxation, de-
pending on how much other income the family or individual re-
ceives. Given the importance for some families of benefits provided
by employers and the government, the taxation of these benefits
must also be considered in the analysis of any tux proposal's
impact.

DESCRIPTION OF FLAT TAX ALTERNATIVES

Of the many proposals for flattening the federal income tax
system, five will be discussed in this paper and compared with
present law. They are S. 409/H.E. 800, the "Fair Tax Act of 1985"
sponsored by Senator Bradley and Representative Gephardt, S.
1006/H.R. 2222, the "Fair and Simple Tax Act of 1985", FAST,
sponsored by Representative Kemp and Senator Kasten, the Treas-
ury proposal of November, 1984 (including effective date modifica-
tions announced by Secretary Baker on February 27, 1985); H.R.
200, the "Ten Percent Flat Tax Rate Act" sponsored by Represent-
ative Siljander; and S. 321 sponsored by Senator DeConcini.' These

' All bill numbers are for the 99th Congress. For further descriptions of the following, see.
(Bradley Gephardt) Bill Bradley, The Fair Tax New York. &num and Schuster, 1984), (Kemp-
Kasten), Congressional Record, January 31, 1985, (remarks of Senator Kasten and Congressman
Kemp pp, S 894 902, E 288 -291) and Congressional Record, April 29, 1985, (remarks a Congress-
man Kemp. pp, H2679-2680), (Treasury/ U.S. Office of the Secretary, Department of the Treas.
ury, November 1984, Tax Reform for Fairness, Simplicity and Economic Growth, Vol. 2, (Siljan-
der) Hearings before the House Committee on Ways and Means, 99th Cong., 1st Sess. March 27,
1985, testimony of Congressman Mark D. Siljander, (DeConcini) Robert E. Hall and Alvin Ba-
bushka, The Flat Tax (Stanford, Ca.: Hoover Institution Press, 1985)
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alternatives by no means comprise the entire list of flat tax propos-
als and the choice of these five was intended to include the alterna-
tives being most widely discussed as well as a range illustrative of
the variations possible under a flat tax.
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11E81 CUBA rAvorvere CHART 1.-COMPARISON OF TAX ALTERNATIVES AND PRESENT LAW

1986 Present taw
S 409/H R 000 (far) eracky. S I006/H R 2112 000 Kemp.

Gephardt Kasten
Treasury H R 200 &Ilan.* S RI 0..COnt,ni

Exclusions from and

adjustments to income:

1 Fringe benefits Excludes Cafeteria plans.

exclusions. education asst expires

12/31/85, legal services

exp. 12/31/85, dependent

cr^ assistance, qualified
transportation, health

insur; grp, term life
insurance up to $50,000;

Pension plan contributions;

death benefits

2. luterest income. Interesi recd included in

income unless specifically

excluded (as for tax

exempt bonds. IRAs)

3 Dividends

4 Unemployment

compencltion

Excludes $100, single, $200

Joint of qualifying

dividends

UC exchyied if other income

UC is below base

amts. of 512,000/single
or 318,001/joint returns.

Over the base ands the

lesser of one1ralf the

excess or the amt. of UC

is included

Repeals exclusion of

cafeteria plans, ;dal

transp , dep. care asst

gip. term life insurance in

excess of employee's

contrib. (permits dm.

asst, and legal services to

expire.), health insurance

Same as present law

Repeals dividend exclusion

Repeals exclusion of. Legal Repeals excl of Cafeteria Repe6 exl of Cat etena, Excludes yoi..is and services
serves, qual transport plans, educ, asst, legal education; legal asst. dep provided employees,
(permits educ and legal services, dep. are asst. are asst, qual trans, including medical benefits
services to expire ) qual transp gip term health ins

life ins, health insurance

includes employer's

payments. over $10/mo.

for individual and $1751
mo. for family coverage

(indexed)

Same as present law Net interest income, indexed, Same as present law Included

included (indexing phased

in beginning with 20

percent exclusion in 1989

and 10 percent increases

annually thereafter until

full indexing is reached)

Repeals dividend ext.lusion .. Repeals dividend exclusion Repeals &rid, extius.un itepois dividend exi,,usrirr,

Exclusion repealed, ini,lode all Exi.lusion repealed. include all Exclusion repealed, rnUude 411 Same as present law
UC UC UC
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itIM.C9MIYMPINAIVES AND PRESENT LAW Continued

1986 Present law
S 409/HR. SOO (ta e) Steep S. 1006/ii II 2222 (fast) Kemp-

Gephardt Kasten
Treasury H R 203 &handier S 321 Denim

5. Social Security benefits._ Excluded .11 other income + Same as present law . ... Onequarter of benefits Same as present law . Excluded . Included

S S. is below base amts. indu6ed above base

of 525,000/single or amount

53 2,000/it, returns; one

half of benefits included

above the base amts.

Base includes income from

tax-exempt bonds

6. 2earner deduction..., ..,, 10 percent of first $30,000 Repealed , ... .. .. . Repea'N1 .. . . Repealed. . . Repealed Repeated

of lesser earner's wages

7. IRA Ded. of 100 percent of Same as present law ... Same as present law , Ded of 10 cercent of Same as present law , Repeated

compensation up to compensation up to

$2,000 -. $250 for $2.500 per taxpayer

spouse with no incom^ a>
8. Cash or deferred Exclusion of amount of Reduce limit to $20,000 and Santo as present law Repealed . . Repeated Repealed P.

retirement savings °.drr pensation deferred and eliminate indexing

(401 k) plans contributed to a qualified

plan up to lesser of
530,000 (indexed) or 25

percent of compensation,

sub;ect to non-

discrimination test

MIT COPY AVASAlligi



Wei CelikointnaKoF TAX ALTERNATIVES AND PRESENT LAWContinued

9. Employment income No provision ...... . ......... No pecmsion. 20 percent of earnings under

exclusion the FICA base; phase out

thereafter at 20 percent

of income over FICA base,

with 20 percent of excess

after phase-out included in

income; special rule for

earnings of less than

010,000 (indexed) for

singles and h/h, $15,000
(indexed) for jt. returns

(applied separately to

each spouse's earnings)

Deductions:

10. Charitable contribution

deduction for

nonitemiters

IL Charitable cont, to

public charities for
itemizers

12, Medical expenses

13, Adoption expenses

14 Deduction of non-

business borne

mortgage interest

payments

15. Deduction of non.

business (consumer)

interest

100 percent of all gifts

(expires after 1986)

100 percent of all gifts

contributions up to 50

percent of AGI

Deductible for itemizers

above 5 percent of AGI

Itemizers may deduct

expenses by to $1,500 for

costs of adopting child w/

recial needs

Deoz.chble

Deductible. .

BEST COPY AVAILABLE

Deduction allowed for

nonitemiters

Same as present law, except

applies only to 14 percent

bracket

10 percent floor. applies only

to 14 percent bracket

Repealed.

Same r pres:nt law (all
interest applies to basic

tax, only interest net of

investment interest applies

to surtax)

Deductible only to extent of

qualified net investment

income (adjustment to

total income)

No

Same as present law.. Repealed.... .

Same as present la,v.

10 percent floor .

Same as present law

........ . . No provision No provision.

Same as present law . Repealed

Only contrib. in excess of 2 Same as present law .,. Repealed

Percent of AGI are

deductible, no limit on
percent of AGI

, Same as present law . Repealed . Repealed

Same as present law.

Deductible ody on

indebtedness to pay

educational expenses

89

Repealed.. Repealed.

Only on principal residence Same as present law Repealed

(on debt up to fair mkt
value of residence)

(interest not irdexed)

first $5,000 (10,000 in Same as present law Repealed

1986 and 1987) of
interest payments fully

deductible, adational

interest indexed. (indexing

effective in 1988.)

00
Crx
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CHART 1.COMPARISON OF TAX ALTERNATIVES AND PRESENT LAW Continued

1916 Present law
S 409/N R CophanSOO (fart) Bracy- S 1006 /N R 2222 (fast)Nest) Ken-

tl
Treasury H R 200 Sitter* $ 321 DeConcini

16. Deduction for state & Ded, for itemizers of st. and Repeats deduction for Repeats deduction for .)ales, Phases out deduction for Same as present law Repealed

local taxes la, real and pers. prop, personal property, and income, and personal nonbusiness st ,a',,J local

tax, sales, excise and sales taxes; deduction for property taxes income ,, i other taxes

income taxes ant property and income (50 percent ded. in 1986,

taxes same as present 0 percent thereafter)

law. Applies only to 14

percent bracket

Exemptions.

17, Personal exemption $1,090 (Indexed)

18, Additional exemption
for over 65 or !And

Zero bracket:

19. Zero brackets/
standrd deduction.

Joint return .

Single.,
Head of househ

Rale achedules

20, Rate schedules

$1,000 (indexed)

$1,600/taxpayer; $1,600/

spouse; $1,800/h/h,
$1,000/dependents. (not
indexed)

31,000 (indexed)

$3,710 . $6,000..

$2,510 $3,000

$2.510 33.000

(indexed) , , ,,, (not indexed) . , .,

14-15 brackets ranging from
II percent to 50 percent,
separate schedules

according to family status,

indexed

3 brackets 14-26-30,
different schedules for taxpayers

married and single; not
indexed. 14 percent rate

applies to taxable income,

other 2 brackets apply to

AGI

$2,000 (index

$2,000 (indexed)

. $3,300

$2,600

$3,200

(indexed;

1 rate of 24 percent for all

INT COPY AVAUSLE

,

$2,000 (indexed) a2,100 (indexed)

Repealed and folded into a Repeated

credit (see 23 below)

$3,800

$2,800

$3,500

(indexed)

3 brackets 15-25-35.
separate schedule

according to family Status

indexed

Repealed

1 rate of 10 percent of

adjusted gross income for taxpayers

all taxpayers

$9,450 /married, $8,400/h/
Is, $4,72 5/sulto, $1,890/

dependent (indexed)

Repealed

Repealed

1 rate of 19 percent for all



CHART 1.COMPARISON OF TAX ALTERNATIVES AND PRESENT UMContinued

Credts:

21. Earned income credit 11 percent of first 55.000,
phased nut at 12%
percent between $6,500

and $11,000, maximum

credit is $550. (not

indexed)

22. Dependent care_ . 30-20 percent credit on
expenses up to $2.400 for

one dependent, $4,800 for

two or more

Same as present law ...... FICA rate (143 percent in
1986) times applicable

amount: $4,500-1
quilled dependent

55,000 -2 dual. dep.

Deduction of expenses up to

$2,400 for one dependent,

$4,800 for two or more;

nonitemzets may use this

ded.

5500-3 or more qual,
dependents phase cut at

15 percent rate. Maximum

1986 EITC' $644, 115,

781. (indexed)

Credit repealed.

Same as present law, but Credit repealed.

indexed. 1986 levels: 11

percent of $5,250, max,

credit of $578, phaseout

at $11,550, 125 percent

of 1986 levels: 11 percent

of $6,563, max. credit of
$722, phaseout at

$14,315

Deduction of expenses up to Credit repealed

$2,400 for one dependent,

$4,800 for two or more

nonitemiiers may use this

dd.

Credit repealed

Credit repealed

BEST COPY AVAILADLE
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OVERVIEW

Chart 1 details many of the specific provisions affecting individ-
ual taxpayers from each of the tax proposals. The focus here is on
the "meat and potatoes" provisions used by most families, there-
fore the provisions relating to sophisticated tax shelters, income
from businesses and capital and esoteric items ignored by all but
the most dedicated tax avoiders are omitted. Flans have been in-
dexed where appropriate to their 1986 levels, the first effective
year for several of them.

Present law, of course, is a graduated system with 14 or 15 tax
brackets imposed on progressively higher income levels. It exempts
$1,090 for each individual in the tax-filing unita low amount in
constant dollars historically speakingand exempts from tax the
first $3,710 for joint returns and $2,510 for single individuals and
heads of households. The base on which this tax is imposed ex-
cludes a number of types of income and tax-advantaged savings. A
large number of deductions from income and credits against tax li-
ability are provided. Many of these have been created and modified
through the years in an effort to add fairness and equity to the tax
system. Critics of the present system charge that these complica-
tions have achieved not fairness, but only the perception of in-
creased unfairness, because each taxpayer probably can find some-
one who gets a greater advantage from these deductions and cred-
its. Defenders of the present complexities point out that simplicity
is the enemy of equity and that these twists and turns were added
for good reasons.

The flat tax alternatives have a number of features in common.
First, all but one would expand the tax base by including in tax-
able income a numbux of employee fringe benefits. All plans but
one would include all unemployment compensation in taxable
income. They all would repeal the deduction in present law for
two-earner couplesthe flat tax is perceived as largely or entirely
eliminating the marriage penalty. They all would continue the tax
advantage for Individual Retirement Accounts. All but one would
provid current or more generous exclusions for social security
incom All the plans would repeal the $100 dividend exclusion.
Only of the plans specifically would extend the charitable con-
tributi deduction which is permitted for non-itemizers. All the
propo repeal the dependent care tax credit, two of them replace
it wit deduction available whether or not other deductions are
itemize

BRADLEY-GEPHARDT

The adley-Gephardt proposal would use three tax rates and
two to ases. First, a "normal tax" of a flat 14 percent would be
impose n taxable income. Then, for higher income taxpayers, 12
and lftpercent surtaxes would ba imposed on adjusted gross
incometif or joint returns, the 12 percent surtax would be levied on
AGI f $40,000 up through $65,000 and the 16 percent surtax
would apply to AGI over $65,000. For returns filed by single indi-
viduals and single heads of households, the 12 percent surtax
would apply to AGI from $25,000 up through $37,500, and the 16
percent surtax would apply to AGI over $37,500. (For purposes of
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the surtax, nonbusiness interest could be deducted from AGI up to
the amount of investment income, no other deductions from AGI
would be permitted.) The combination of the normal tax and the
surtaxes would yield marginal tax rates of 14, 26 and 30 percent
rather than the 11 to 50 percent rates currently in effect under
present law.

In computing taxable income, non-itemizers would be permitted
to use a standard deduction of $6,000 on joint returns Land $3,000 on
returns of both single individuals and heads of households. This
pattern of permitting heads of household to exempt only as much
as single individuals is in keeping with present law which does
likewise. Under present law the gap between the zero bracket of
joint returns and other returns is only $1,200 compared with the
$3,000 difference under Bradley-Gephardt. This difference would
not be offset very much by the $1,800 personal exemption for a
head of household, compared with $1,600 apiece for taxpayers on a
joint return. In a "worst-case" comparison between a married
couple with one dependent and a single mother with two teenagers,
these two provisions would add up to a difference of $3,400 under
Bradley-Gephardt compared with 1,200 under the present law. De-
spite this gap, the head of household nontaxable amount would in-
crease from $5,780 in 1986 under present law to $6,800 under Brad-
ley-Gephardt. Because Bradley-Gephardt would eliminate indexing,
however, this advantage would be wiped out after 17.6 percent in-
flation had occurred.

The Bradley-Gephardt plan would repeal the dependent care tax
credit and permit both itemizers and non-itemizers to deduct de-
pendent care expenses up to the present maximums of $2,400 for
one dependent and $4,800 for two or more. The earned income tax
credit for low-income families with children would be continued at
present rates and dollar amounts.

Several changes would be made in deductions. Most noteworthy
is that itemized deductions would be allowed only against the
bottom 4 percent basic tax bracket but not against the surtax
bracket,. MIS would reduce the value of deductions for taxpayers
whose income places them in the surtax range, which would begin
at $25,000 for single and head of household taxpayers and $40,000
for joint returns. The charitable contribution deduction, the deduc-
tion for state and local income and property taxes and the medical
expense deduction (which counts only expenses over 10 percent
rather than 5 percent of AGI as under present law) would be worth
only 14 cents on the dollar, regardless of the taxpayer's income.
The deduction for mortgage interest would be limited to interest
payable with respect only to the taxpayer's principal residence.
The deduction for non-business (consumer) interest would be al-
lowed only to the extent that it offset interest income the taxpayer
receives from investments or savings.

The Bradley-Gephardt proposal, in contrast to the other four al-
ternatives discussed here, would repeal present law indexing. Its
sponsors argue that the larbe .ncrease in the standard deduction
would more than compensate for several years of indexing of the
zero bracket and personal exemption, that with only three brack-
ets, bracket-creep would be minimized, that Congress generally
cuts taxes in response to the impact of inflation, and that eliminat-
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ing indexing would permit Congress to choose to adjust taxes to
generate additional revenues or to give the economy a boost.

KEMP-KASTEN

A notable feature of the Kemp-Kasten proposal is the creation of
an exclusion equal to 20 percent of employment income of each
taxpayer up to the FICA base. (The FICA base is the maximum
dollar amount of each employee's annual wages on which a pay roll
tax is levied under the Federal Insurance Contribution Act; the
proceeds from this tax are used for the social security retirement,
survivors, disability and hospital insurance programs.) This exclu-
sion would apply separately to husbands and wives; each would get
an exclusion on his/her earnings and thus a marriage penalty
would be avoided. The FICA base will be $41,700 in 1986 according
to current estimates and is expected to reach $49,800 by 1989. Tax-
payers with earnings of less than $10,000 (indexed) for single indi-
viduals and heads of household and $15,000 for joint returns would
be permitted to add investment income, if any, to their earnings
for purposes of computing this exclusion. The exclusion would be
reduced for taxpayers with incomes in excess of the FICA base by
an amount equal to 20 percent of income in excess of the FICA
base. Thus, when a taxpayer had income of double the FICA base
($83,400 in 1986) the exclusion would be phased out completely. At
still higher incomes, the proposal provides for including in gross
income an amount equal to 20 percent of income in excess of
double the FICA base. This would produce the following results.

EMPLOYMENT INCOME EXCLUSION UNDER "FAS; (1986)

Wane Comotitan
Edam ( -)

onncluson ( +)

$20,000 ($20 000X0 20$4 000) $4,000

$40,000...,,,.,..,, (540,000X0.20=$8,000).. 8,000
$41,700 ($41 700X0 20$8 340) 8,340
$60,000. . ...... .. ($60,000 $4: '00= $18,300, $18,300X0.20.43,660, $8,340 $3,660 $4,680) . 4,680

$83.400.. ...... ($83,400$41,400=$41,700, $41,700X0.20=$8,340, $8,340- 58.340 =0) ...... 0

$100,000. ($100,000 $83 400 = $16 600; $16 600X0 20=53 220) +3,220

$150,000. ($150,000$83,400 = $66,600, $66,600X0 20= $13,320) 1. 13,320

This exclusion would give a substantial break to the overwhelm
ing portion of taxpayers whose incomes are below the FICA. base. It
would have the effect of imposing a surtax on the earnings of tax
payers with incomes in excess of the FICA base. So although the
Kemp-Kasten proposal would provide for a single nominal flat tax
rate of 24 percent for all income levels, as far as income from em-
ployment is concerned the exclusion would have the effect of creat-
ing two tax rates-19.2 percent for taxpayers with incomes of
$41,700 or less, and 28.8 percent for those with incomes above
$41,700. For people below the FICA base, income from investments
would be taxed at a greater rate (24 percent) than income from
earnings (19.2 percent), while the reverse would be true for taxpay-
ers with incomes in excess of the FICA base.

The Kemp-Kasten bill would reduce the taxation of social securi-
ty benefits somewhat by taxing only one-quarter of amounts in
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excess of the base amount ($25,000 for single returns and $32,000
for joint returns) rather than one-half as under present law. Kemp-
Kasten, like Bradley-Gephardt, would permit the deduction of med-
ical expenses only if they exceed 10 percent of AGI. Non-business
interest deductions would be permitted only on loans taken out to
pay for educational expenses of the taxpayers or their dependents.
Kemp-Kasten is the only alternative that would retain the deduc-
tion for legal expenses associated with the adoption of children
with special needs. Deductions would be permitted as under
present law for all home mortgage interest and real property taxes,
but the deductions for personal property taxes, state and local sales
and income taxes would be repealed.

The personal exemption for each individual in the tax filing unit
would be doubled to $2,000 in 1986 and the extra exemption for
taxpayers over age 65 and for blind taxpayers would be set at that
amount also. The zero bracket amounts in 1986 would be pegged at
$3,300 for joint returns ($410 less than present law), and 2,600 for
single taxpayers ($90 less than present law), and $3,200 for heads of
household ($690 more than present law). Under the bill, the person-
al exemption and zero bracket amounts are indexed for cost-of-
living increases, with the Secretary of the Treasury prescribing
such adjustments not later than December 15 of 1985 for the fol-
lowing calendar year. However, the s?onsors indicate that the bill's
general effective date, taxable years beginning after December 31,
1985 is intended to take precedence so that the first "indexed" year
will be 1987. Therefore, in the analyses that follow, the personal
exemption and zero bracket amounts for 1986 are those indicated
in the bill with no cost-of-living adjustment taken into account.

Single heads of household would get a major assist under the
Kemp-Kasten zero bracket arrangement. Instead of using the zero
bracket for single taxpayers as under present law, they could claim
a zero bracket of $3,200, only $100 kiss than the $3,300 for joint re-
turns. The zero bracket arrangement would have the effect of per-
petuating part of the present law marriage penalty. Two single tax-
payers with $2,600 zero brackets apiece (for a total of $5,200) would
have a zero bracket of only $3,300 between them if they married
a $1,900 loss. (Bradley-Gephardt, by comparison, would eliminate
the part of the marriage penalty which results from the zero brack-
et by providing a $6,000 zero bracket for couples which is exactly
double the $3,000 provided for singles.)

The Kemp-Kasten earned income credit introduces several new
concepts: differentiation of the credit according to the number of
individuds in the household, payment of the credit to childless in-
dividuals, use of the social security payroll tax rate to compute the
cr,:dit, and phase-out of the credit at income levels lower than the
tax threshold. The credit would be based on $4,500 for one individ-
ual, $5,000 for two, and $5,500 for three or more. The statements of
the bill's sponsor describing this proNision (Congressional Record,
April 29, 1985, page H 2679) and the bill itself do not agree regard-
ing how the earaed income credit is to be structured. The bill pro-
vides that the differentiated an aunts would apply according to hovt
many dependents the taxpayer could claim under Sec. 151(e)chil-
dren who are under 19 or who are students, or other dependents
(such as parents) whose gross income is less than $1,000. The state-
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ment in the Record and discussions with staff indicate that it was
intended to apply the differentiated amounts according to how
many individuals were in the taxpayer's household. Thus, following
the Record statement, a couple with one child would use the $5,500
amount whit . applies in the case of three or more dependents,
while followi.ig the bill would have limited the same couple to
$4,500 based on their one dependent Permitting a taxpayer
who lives alone or who does not have a child under 19 in the house-
hold to qualify for the earned income credit would break further
new ground since, under present law, only taxpayers supporting
children who live in the taxpayer's household ,..an qualify for the
credit. (Because of the confusion between the bill's language and
the sponsor's intentions, the calculations in the examples that
follow will follow the sponsor's stated intentions. A married couple
with two children will use the $5,500 amount for three or more in-
dividuals while the single mother with one child will use the $5,000
amount for two individuals.) Because the earned income credit was
originally motivated, at least in part, by a desire to offset the social
security payroll tax paid by poor working families, Kemp - Kasten
would increase the credit rate from 11 percent under present law
to the social security payroll tax rate on both employer and em-
ployee-14.3 percent in 1986. The phase-out rate would be in-
creased from 12.2 percent under present law to 15 percent. This
steeper phase-out would reduce the earned income credit to zero at
an income level lower than the income tax threshold. Under this
approach, the entire amount of the credit paid would always be
"refundable"; it would never offset positive tax liability as is the
case under present law and several of the other alternatives. The
sponsor's intent was to avoid the steep margin,.' tax rates on low
income individuals and families that would occur if they were sub-
jected to both the earned income credit phase-out rate and the flat
tax rate.

TREASURY

The Treasury proposal would increase the personal exemption to
$2,000 in 1986 and repeal the additional exemption for taxpayers
who are over age 65 or blind. The proposed zero bracket amounts
for heads of household would be raised to $3,500, a le .rel closer to
that for joint returns ($3,800) than that for singles ($2,800). This
would result in an $1,800 difference in zero brackets for two single
taxpayers compared with a married couple, almost $500 more than
under present law. The additional exemption for elderly or blind
taxpayers, which under present law is available regardless of
income, would be repealed, however, it would be replaced by an ex-
panded credit for the elderly sInd disabled which would be targeted
to low-income taxpayers.

The Treasury proposal would use three brackets which would
apply to taxpayers according to their family status. These rates of
15, 25, and 35 percent are close to the proposed Bradley-Gephardt
marginal rates. However, the Treasury proposal would apply all
three rates to taxable income instead of levying a normal tax and
surtax on different tax bases as Bradley and Gephardt propose.
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Thus, under the Treasury proposal, deductions would be worth 15,
25 or 35 cents on the dollar, depending on the taxpayer's income.

The Treasury proposal would eliminate the exclusion of all but
the core employee benefits and would limit the exclusion of health
insurance benefits to employers' payment only up $70 per month
for individual coverage and $175 per month for family coverage
(both amounts indexed). The deduction for contributions to IRA's
would be increased to $2,500 per taxpayer. This would have the
effect of creating a spousal IRA since a couple could deduct $5,000
provided their earnings exceeded that amount, regardless of how
much of the aggregate compensation was generated by either
spouse. The deduction for charitable contributions would be limited
to contributions in excess of two percent of the AGI. Interest
income and interest expenses would be netted and indexed for in-
flation beginning in 1989, with two exceptions. Mortgage interest
on the taxpayer's principal residence would be fully deductible.
The first $5,000 of interest expense would not be subject to index-
ing. The deduction for state and local income, sales and property
taxes would be limited to 50 percent in 1986 and eliminated there-
after. The dependent care credit would be repealed and converted
to a deduction for both itemizers and non-itemizers up to maximum
of $2,400 for one dependent and $4,800 for two or more.

SILJANDER AND DECONCINI

The Siljander and the DeConcini proposals represent two oppo-
site ends of the "pure" flat tax spectrum. Each would impose one
single tax rate on all AGI. 10 percent under Siljander, 19 percent
under DeConcini. Neither proposal would include a zero bracket
amount. The Siljander personal exemption would be about double
that of present law. The DeConcini personal exemptions, in con-
trast, would be $9,450 for a married couple, $8,400 for a head of
household, and $4,750 for a single person. These amounts would be
large enough to offset substantially the lack of a zero bracket
amount. They also would eliminate a marriage penalty and provide
some assistance to heads of household.

The Siljander proposal, in an attempt to broaden the tax base
enough to make a 10 percent tax rate possible, would repeal the
exclusion of most employee benefits including health insurance,

DeConcini, in contrast, would exclude "goods and services provid-
ed to employees, including but not limited to medical benefits, in-
surance, meals, housing, recreational facilities and other fringe
benefits." However, since the bill would not permit employers to
deduct the cost of providing these benefits, were appears to be
little likelihood that the bill would trigger a dramatic shift from
cash compensation to in-kind benefits. In aldition, employees
would probably desire to receive as much of their compensation in
cash as possible since the bill repeals most of the familiar deduc-
tions for items such as medical expenses, charitable contributions,
mortgage and other interest payments, state and local taxes, and
IRA contributions. DeConcini as drafted, does not address how to
treat transfer payments. Therefore, for purposes of the calculations
that follow, it is assumed that social security and unemployment
compensation are included in income since they are based on em-
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ployment, while food stamps, energy assistance and child support
are excluded since they cannot 'in any way be considered to Le em-
ployment income.

TEN FAMILIES

The impact of the proposals just described can be seen by calcu-
lating the tax outcome for families in different circumstances.
There are countless possible comparisons that could be made in
order to highlight particular aspects Jf these proposals. The ap-
proach used here is ten case studies. Hypothetical taxpaying fami-
lies and single women are described, primarily in terms of their
tax-relevant characteristics. Most of these taxpayers are broadly
representative of segments of our population. A few are included
because the highlight particularly interesting situations with rel-
evance to issues regarding women living alone or in families.

The first two families represent the old and the new versions of
the "average" family. Indeed, the first example may well be the
prototypical American family today. Both Ann and Bill work, earn-
ing about the median wage for a dual-earner couple to support
their two children and their new home. Cathy and Dave, the
second family, are pursuing a course more common in the 1950's
than today. a young couple living solely on the husband's income
with the wife looking after their four children at home.

Several families under varying degrees of financial hardship are
also included. Ellen and Frank's circumstances are identical to
Ann and Bill's except that they are paying high mortgage interest
rates and live in an area where state and local property and
income taxes are much higher than average.

Three families in varying degrees of financial distress are includ-
ed. Gwen and Hal's circumstances are identical to Ann and Bill's
except that Hal has become unemployed and the family's income
has been cut back to primarily Gwen's earnings and Hal's unem-
ployment compensation. Iene and Jack are living somewhat below
the official poverty level, despite both of their work efforts and
that of one of their two daughters. Karen, a single mother with one
child, is also included.

Because higher income taxpayers are more likely to be dramati-
cally affected by loophole closing and restructuring of the tax
system, two examples were included. Linda, a single women, and
Mary and Nick, a couple who both pursue successful professional
careers.

Finally, families and women at the older end of the age continu-
um are represented by a recently retired couple in their early- to
mid-sixties, Olive and Paul, and by Ruth, an elderly widow with
only a small social security benefit.

These families each are described more fully in Appendix 1.
Their financial circumstances are listed first in terms of 1986
values. Then the same families' financial circumstances are calcu-
lated subject to 25 percent inflation. This much inflation could
occur in a very short time, as was the case in 1979 and 1980 when
prices increased ?.6.3 percent, or it could require up to eight years
under conditions such as the years 1954 to 1962. The families are
not "aged," that is, there are no assumptions that children will
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grow older or that parents will get job promotions, accumulate
assets or pay off mortgages. Also, they are not assumed to have ad-
justed their spending or savings habits in response to the incen-
tives built into the various tax alternatives. Instead, the families
simply -re shifted upwards 25 percent on the consumer price index
and portrayed as if they had come along at a time when prices
were higher. This is done in order, first, to illustrate the impact of
tax indexing and second, to permit any phase-in or phase-out provi-
sions of the various proposals to have had time to take effect.

The tax returns for each family or woman are calculated under
the provisions of present law and the five proposals. These calcula-
tions are made for two points in time-1986 and a later time after
25 percent inflation has occurred. Where necessary, the second
"snapshot" is assumed to have occurred after all the proposals are
fully effective. To facilitate comparison, the tax proposals and
present law have been indexed up to 1986 levels by assuming 4 per-
cent CPI increase in 1984 and 5 percent in 1985, the estimates used
in the Treasury proposal. Appendix 1 contains details of these cal-
culations.

None of the calculations includes items relating to retirement
contributions other than IRA, Keogh and 401(k) plans.

IMPACT OF ALTERNATIVES ON FAMILIES' TAXES

(1) HIGHER TAXES OR LOWER?

The first question most voters are concerned with is, quite
simply, will this proposal raise or lower my taxes? Frequently ac-
companying this concern is the conviction that one's own taxes will
increase while everyone else'sand particularly those of wealthier
taxpayerswill decrease.

Chart 2 summarizes the results of present law and the tax pro-
posals for the ten families and women.

CHART 2.IMPACT OF PRESENT LAW AND ALTERNATIVES ON TAXES OF FAMILIES AND WOMEN,

1986

laxiTherS
Present

taw

Bradley.

Gephardt
Kemp.
Ksten Treawi siP9ndet Dec4nc'n'

Family 1Ann and Bill-2 earners, 2 children, $35,230
Tax . $2,728 $2.960 $3,331 32.705 $2,065 $4,136
Change . +232 +603 23 663 x1,408
recent thinge, , , +9 +22 1 24 +52

Family :Cathy and Dare-1 earner. 4 children, $23,098
$1,522 $1.497 $684 $1,063 $622 31.138

Change , -17 838 459 852 384
Percent change, .. , ...... 0 55 30 44 25

Family 3Ellen and Franksame as farMly 1 but high

housing and tax expenses, $35,230

$1,933 32,578 $2,503 $2,322 $1,680 $4,163
Change . .. +615 +570 +389 253 +2,203
Percent change ..

.(anly
+33 +29 +20 13 +115

Family 4Gwen and Halsame as 1 but husband
unemployed $21,000

Tax .. $1,067 $1,811 $2,212 51.683 $967 32,284

Change ... +750 +1,145 +618 98 +1,219
Percent change +70 +107 +58 9 +114
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CHART 2.-IMPACT OF PRESENT LAW AND ALTERNATIVES ON TAXES OF FAMILIES AND WOMEN,

1986-Continued

Taxpayers
Present

law
Bradley
Gephardt

Kemp-

Kasten
Treasury t.'$,ancter DeConcini

Family 5-Irene and Jack-2 earners, 2 children, poverty
level, $10300

Tax.. $94 -$116 -$376 -$153 $159 $0
Change -210 -470 -247 +65 -94
Percent change .. ..... ....... . .... .... .. . ... ...., . -223 -500 -263 +69 -100

Family 6-Karen-single mother, 1 child, $11,785.
Tax.... ....... ... $698 $688 $530 $678 $230

Change +289 +259 +121 +269 -179
Percent change +71 +63 +30 +65 -44

Family 7-Linda-single woman, $35,500:
Tax $2,955 $3,534 $3,024 $3,442 $1,908 $5,752
Change +579 +69 +487 -1,04' +2,797
Percent change +20 +2 +16 -35 +95

Family 8 -Mary and Nick-affluent couple, $83,500

Tax $8,654 $11,692 $7,519 $10,908 $5,025 $14,735

Change +3,038 1,135 +2,254 -3,629 +6,081
Percent change.. +35 -13 +26 -42 +70

Family 9-Olive and Paul - retired couple, high medical

expenses, $25,600:

Tax $569 $420 $696 $839 $688 $2,597
Change -149 +127 +269 +119 +2,027
Percent change -26 +22 +47 +21 +355

Taxpayer 10-Ruth-widow, $5,500,
Tax ,. $0 $0 $0 $0 SO $0

Change . ... ..- .

Percent change....

AFTER 25 PERCENT INFLATION

Taxpayers
Present

taw
Bradley
Gephardt

Kemp-
Fasten

Trusuq, v;antle, Deomp,

Family 1-Ann and BdI-2 earners, 2 chiten, $44,000
Tax $3,411 $4,688 $4359 $3,537 $2,581 $5,170

Change +1,277 +948 +126 -830 +1,759
Percent change.. .. .. . . .. .

'fiave-i
+37 +28 +4 -24 +52

Family 2-Cathy and earner, 4 children, $26,815

Tax $1,901 $2,334 $958 $1,359 $827 $1,423

Change +433 -943 -542 -1,074 -478
Percent change .. +23 -50 -29 -56 -25

Family 3-Ellen and Frank-same as family 1 but high
housing and tax expenses, $44,000

Tax.. $2,414 $4,014 $3,129 $3,355 $2,100 $5,170

Change . . . . . .. +1,600 +715 +941 -314 +2,756
Percent change. ...,. . . . . .. .... . ... +66 +30 +39 -.13 +114

Family 4-Gwen and Hal-same as famdy 1 but husband

unemployed $30,000:

Tax ...... ...... .. . . $1,805 $2,664 $2,868 $2,104 $1,444 $2,855

Change ... . . ...... .. . ... ... +859 +1,063 +299 -361 +1,050
Percent change, . . , , . . ... , +48 +59 +17 -21 +58

Family 5-Irene and Jack -2 earners, 2 children, poverty
level, $12,875:

.. $262 $221 -$538 -$191 $198 $0
-41 -800 -453 - -64 - 262

Percent Change.

'$15).0.0

-16 -005 -173 -24 -100
Family 6- Karen -single mother, 1 child,

Tax $757 $1,075 $911 $655 $941 $287

+318 +154 -102 +184 -470
Perant change.... +42 +20 -13 +24 -62
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AFTER 25 PERCENT INFLATIONContinued

Taxpayers Present
law

Bradley.
Gephardt

Kern.
Kisten

Treasvy VADIer DeConatu

Far* 7tr1dasmg!e woman, $44,375.
$3,694 $5,322 $2."., $4,709 62,436 $7,190

Change.. +1,638 +86 +1.015 1258 +3,496
Percent +44 +2 4.27 34 +95

Ram), 8Wary and NIckattlu., t mote, $103,375
Tax $11.063 $16,577 $9.420 $15.102 $6,386 $18,418
Change +5,514 1,643 +4,039 4,677 +7.355
Percent change. . +50 15 +37 42 +66

Fully 9-0'ive and Paulrehred couple, high medical
expenses, 632,025:

S720 $882 $1,019 $976 $859 $3,247
Change +162 +299 +256 +139 +2,527
Percent change ..... +23 +42 +36 +19 +351

Taxpayer 10Ruthwidow. $6,875
$0 $0 $0 $0 $0 $0

Change ., . - - /
Percent change. ..

Chart 2 shows that both in 1986 and after 25 percent inflation,
the various alternatives produced markedly different results for
the ten tax returns. Ann and Bill, the median income two-worker
family, had a small increase under the Bradley-Gephardt proposal
and none under the Treasury's. Under Bradley-Gephardt, this was
because they retained their deductions for most of their taxes and
mortgage and continued to get some relief, although reduced, on
their dependent care expenses. The large zero bracket and in-
creased personal exemptions and the 14 percent flat rate nearly
offset the loss of the two-earner and other deductions and the in-
clusion of employee benefits. The effects of the Treasury proposal
in 1986 were similar to those under Bradley-Gephardt. In the later
"snapshot," however, taxes were higher under both Bradley-Gep-
hardt and Treasury than under present law. The total elimination
of all deductions for state and local, income, property and sales
taxes under the Treasury plan resulted in a $126 increase (4 per-
cent) over present law, while the lack of indexation boosted the
family's taxes $1,277 (37%) above their present law liability. The
Kemp-Kasten proposal resulted in a $603 (22 percent) tax increase
in 1986 for the two-earner family. The exclusion of $7,000 of their
earnings and the doubled personal exemptions were not quite
enough to offset the loss of the dependent care tax credit and the
deductions for two-earners, income and sales taxes and consumer
interest. Also, their entire taxable income was taxed at 24 percent
instead of the graduated 11, 12, 14, 16, 18 and 22 percent rates
under present law. Siljander reduced Ann and Bill's taxes substan-
tially. Although health insurance costs were included in income,
the couple continued to benefit fully from all their deductions
rather than only those in excess of the zero bracket amount as
under present law. The personal exemption was doubled. The flat
10 percent tax on the resulting low amount of taxable income fur-
ther benefited them; they would have to have paid at a 13.2 per-
cent rate to match their tax under present law. The DeConcini pro-
posal imposed the largest tax increase on the couple. Adjusted
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gross income was increased by repeal of the IRA and two-earner
deductions, and the only deduction from AGI was the large person-
al exemption.

Ellen and Frank, whose financial profile is identical to Ann and
Bill's except that they have higher housing and tax costs, had
lower taxes than Ann and Bill under all the options except DeCon-
cini which denied interest and tax deductions to both couples.
Under present law, their taxes were $2,414 or 29 percent less than
Ann and Bill's in the second "snapshot." This considerable subsidy
for housing and taxes was rivaled only under Kemp-Kasten which
levied taxes that were $1,230 or 28 percent lower for Ellen and
Frank than for Ann and Bill. Under Bradley-Gephardt, there was
only a $674 differential (14 percent) between the two couples' taxes,
under Treasury there was only $182 difference (5 percent) between
their liabilities; and under Siljander the difference Wai $487 (18
percent). As would be expected, these diminished ' housing subsi-
dies" resulted in tax increases for Ellen and Frank under the vari-
ous alternatives that were substantialli greater than th- increases
for Ann and Bill.

Gwen and Hal, a quarter of whose income consisted of unemploy-
ment compensation, also paid substantially more from 58 to 237
percent moreunder all alternatives but one (Siljander). This oc-
curred primarily because while present law and Siljander include
income from unemployment compensation only to the extent that
total income exceeds a threshold amount, the other five alterna-
tives count all unemployment compensation as income regardless
of the level of total family income.

Cathy and Dave and their four children fared well under all the
alternatives. Their tax cuts in 1986 ranged from less than one per-
cent under Bradley-Gephardt to 55 percent under Kemp-hasten.
The large personal exemptions and zero bracket amounts equaled
60 percent or more of their income under the five alternatives. The
20 percent earnings exclusion under Kemp-Kasten :educed this
family's taxes substantially and more than compe: .,ated for the
elimination of various itemized deductions and the imposition of a
flat 24 percent flat rate.

The poverty-level family of four headed by Irene and Jack paid
$94 under present law in 1986 and $262 after 25 percent inflation
had occurred. This increase occurred because the non-indexed
earned income credit, which only offset four-fifths of their tax li-
ability in 1986 was not available to them at all at their "second
snapshot" income level. The results were similar under Bradley-
Gephardt. Irene and Jack fared best under the Kemp-Kasten pro-
posal. Here they got the advantage of the 20 percent employment
income exclusion, plus the doubled personal exemptions and a
more generous EITC which indexed both dollar amounts and the
tax rate. The Treasury proposal reduced the couple's taxable
income by about $5,000 and provided a more generous, indexed
earned income credit which paid them a refund in both years, al-
though not as generous as that under Kemp-Kasten. Neither of the
two 'pure" flat tax approaches retained the earned income credit.
Under Siljander, this resulted in a positive tax liability for this
poverty-level family, but under DeConcini, the huge personal ex-
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emptions exceeded the poverty level and protected the family from
positive tax liability.

Ruth, the widow on social security, was the other very low
income taxpayer in the sample of ten. She owed income tax only
under the DeConcini proposal, this was due to the inclusion of all
social security benefits as income under that plan.

The single mother had a tax increase under all but one of the
proposals. This occurred in large part because $1,000 of her $12,500
income was unemployment compensation which is partially ex-
cluded under present law. If her income had been comprised of
$12,500 exclusively in wages, her tax under present law would have
been $548 rather than $409. (This results from both a higher initial
tax and a smaller dependent care credit based on a higher AGI.)
The tax alternatives increased her tax above the $548 level, but by
not as great an amount as when unemployment compensation was
part of her income. These non-unemployment compensation-related
increases under the Bradley-Gephardt and Treasury proposals are
related largely to the different treatment of $1,500 of dependent
care expenses compared to present law. These two proposals con-
vert the credit, which under present law is worth 28 percent or
$420, to a deduction which under Bradley-Gephardt is worth 14
percent or $210 and under the Treasury proposal is worth 15 per-
cent or $225. The Kemp-Kasten proposal eliminates any tax consid-
eration of dependent care expenses, but this is more than compen-
sated by the 20 percent exclusion of employment income. The
DeConcini proposal similarly ignores dependent care expenses but
compensates by allowing a $10,290 personal exemption rather than
the $2,180 under present law. The Siljander alternative results in
substantially higher taxes because there are no offsetting features
to compensate for the elimination of special treatment of depend-
ent care expenses.

Linda, the career woman, paid a higher tax under all the alter-
natives except the Siljander proposal which preserved all her de-
ductions and imposed a flat rote of only 10 percent. DeConcini re-
sulted in the highest tax because all deductions were eliminated
and a 19 percent flat rate was imposed on a substantially higher
taxable income. The Treasury proposal increased her taxes by
about a quarter by increasing taxable income through loss of de-
ductions for retirement, savings, taxes and interest. Her taxes were
nearly unchanged under Kemp-Kasten. The 20 percent earnings
exclusion reduced her taxable income but the flat 24 percent rate
produced a tax liability about equz.1 to present law. She would have
fared better under Bradley-Gephardt if she had had interest
ir tome to balance her interest deductions in the surtax range.

Mary and Nick, the affluent couple, paid higher taxes under all
the alternatives except Siljander and Kemp-Kasten. The former
eliminated $9,500 of adjustments but levied a tax at only the 10%
flat rate rather than the 11 to 33 percent rates used under present
law. The large Kemp-Kasten employment e exclusion re-
duced their taxable income 21 percent, this was partially offset by
the 24 pqrcent flat rate, resulting in a 13-15 percent tax reduction.
Limiting deductions to only the 14 percent base tax under Bradley-
Gephardt resulted in a $3,038 tax increase in 1986 for the couple
under this plan and even more after 25 percent inflation. The

103



100

Treasury and DeConcini plans alsu pared their deductions resulting
in substantial tax increases despite lower marginal rates.

The retired couple, Olive and Paul, had lower taxes under only
the Bradley-Gephardt proposal. Its increased standard deduction
reduced their taxable income from $8,600 to $3,000 while the tax
rate was about the same as under present law. Under Kemp-
Kasten, the 20 percent employment income exclusion and the dou-
bled personal exemptions, including an additional exemption for an
over-65 taxpayer were not large enough to prevent the 2-1 percent
tax rate from increasing their liability. The DeConcini plan result-
ed in the highest taxa 446 percent increasebecause social secu-
rity benefits were included in income. The Treasury proposal in-
creased the couple's taxes by $271, or 48 ,..eccent, by limiting their
itemized deductions and increasing their tax rate to 11; percent. Sil-
jander's lower tax rate, 10 percent, failed to reduce their tax be-
cause they lost the medical expense deduction as well as the zero
bracket.

Summing up the results proposal by proposal, Bradley-Gephardt
increased taxes by about 70 percent is 1986 for both the family ex-
periencing unemployment and the single mother and imposed sub-
stantial tax increases on the family with high housing and tax ex-
penses and on the affluent couple. The poverty-level family and the
retired couple had tax reductions in 1986 under Bradley-Gephardt
while the two-earner couple in average circr.mstances and the one-
earner family of six experienced little change. The others had no
changes or a small tax reduction. Kemp-Kasten produced substan-
tial tax increases for the family experiencing unemployment, the
retired couple, and the single mother, while cutting taxes signifi-
cantly for the family of 6, the poverty-level faraily and the affluent
couple. After 25 percent inflation, the Treasury plan increased
taxes the most for the two-earner family with high housing and tax
expenses (47 percent), the affluent couple (37 percent), the retired
couple (36 percent), and the single woman (27 percent). It reduced
taxes for the family of six and the single mother and gave a larger
earned income credit to the poverty-level family. The two-earner
family of foul with moderate housing and tax expenses experienced
only a small increase. DeConcini raised taxes for all except the
family of six and the poverty-level family. Siljander cut taxes for
most of the taxpayers but produced an increase for the retired
couple and the single mother and eliminated the earned income
credit for the poverty-level family.

(2) INDEXING

If all the taxpayers experienced an across-the-board 25 percent
increase in all income and expenditure amounts, a totally indexed
proposal would result in a 25 percent increase in their tax liability
as well. As chart 3 shows, however, this was nut the case for most
of the alternatives.
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CHART 3.PERCENT CHANGE IN TAX LIABILITY BETWEEN 1986 AND AFTER 25 PERCENT INFLATION

Tamer tow
Bradie+,

Gephardt
TiPreseriiKe. p.Kasien Treasury $4;andet DeCoactiu

25 50 31 31 25 25
2. 25 56 53 28 25 25

25 56 25 44 25 25
4 . 69 47 23 40 49 25
5 178 290 43 25 25 (96. 85 54 36 24 39 25
7. . 25 51 25 37 28 25
8. 28 42 25 38 27 23
9 27 110 46 16 25 25
10. ... (I) (9 (9 (9 (9 25

I Paid n tax in either year

Only the DeConcini plan produced fully indexed results. The Sil-
jander proposal resulted in about a 25 percent increase in tax li-
ability in all but two instances. Because Siljander retains the cur-
rent law treatment of unemployment compensation which is based
on an unindexed fixed dollar base amount, a relatively greater por-
tion of unemployment compensation was included in the "after 25
percent" computation than in the 1986 for the two families experi-
encing unemployment. The affluent professional cc.uple and the
single woman were unable to increase their IRA contributions
beyond the amounts contributed in 1986 because of the statutory
cap. Except for these factors, the Siljander proposal was fully in-
dexed. (The cap on IRA contributions affected the affluent couple
and the career woman under all the proposals except the Treasury
plan which increased the cap by 25 percent and the DeConcini plan
which repealed IRA's altogether. However, where alternative tax-
advantaged savings were permitted, these taxpayers were assumed
to have put their "excess" IRA contributions into these plans.)

The Treasury proposal produced a greater than 25 percent in-
crease because half the amount of state and local taxes could be
deducted in 1986 while none of these taxes were deductible thereaf-
ter and because inte:est income and expenses were fully includable
or deductible in 1986 but were indexed for inflation in the second
"snapshot."

The Kemp-Kasten plan is described as fully indexed, however, in
more instances than not it produced "non-indexed" results among
the nine tax returns. Nonitemizing taxpayers who were benefited
by the deduction for charitable contributions lost the benefit of this
provision after it expired at the end of 1986. This affected families
No. 2, 6, and 9. Also, the IRA cap held their tax-deductible savings
to the 1986 $4,000 level if they had no other tax-advantaged savings
options.

Under present law, only the tax rate brackets and the personal
exemption are indexed. Therefore, families were impacted by limi-
tations such as the unemployment compensation base amount
(families 4 and 5), the earned income credit fixed-dollar limits
(family 4), the dependent case credit fixed-dollar caps and brackets
(families 4 and 5), the IRA cap (families 7 and 8), the limitation on
the two-earner deduction (family 8), and the fixed-dollar dividend
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exclusion (family 9). In addition, taxpayers 5 and 6 lost the charita-
ble contribution for non-itemizers which expires at the end of 1986.

The Bradley-Gephardt proposal, as discussed on page 12, was not
intended to be indexed. Therefore, all the "after 25 percent" re-
turns show increased tax liability in excess of the 25 percent infla-
tion factor. In all but two cases involving unemployment compensa-
tion (families 4 and 6), the increases exceed those that occurred
under present law. Thus over time, families and women would see
their tax burdens gradually increase as a percentage of their
income until tax cuts were enacted.

(3) POVERTY

Threc of the ten families had very low incomes. Irene and Jack
with their two daughters had income below the official poverty
rate. Nevertheless, they owed $94 in federal income taxes in 1986
and $262 after 25 percent inflation because the unindexed earned
incume credit was insufficient to keep them below the tax thresh-
old. The refundable earned income tax credit (EITC) paid them
$116 in 1986 under Bradley-Gephardt but left them with a positive
tax liability of $221 in their subsequent tax return because the
EITC was not indexed for inflation. The Treasury proposal in-
creased the family's 1986 EITC refund and maintained its value in
the subsequent return. Although the Kemp-Kasten EITC has a
lower phase-out level than present law, this did not prevent the
family from qualifying for and EITC in both years which was the
most generous provided under any of the tax alternatives. Neither
the Siljander nor DeConcini plans had an EITC. The Siljander tax
structure yielded them a tax liability almost as great as under
present law. The DeConcini plan's large personal exemptions held
their liability to zero in both years.

Karen, the single mother, did not qualify for the EITC under any
of the proposals because her income, at 164 percent of the 1986 es-
timated poverty level for a family of two, exceeded the EITC phase-
out amounts. Eligibility for the credit requires having a dependent
child, so Ruth, the 82-year-old widow, was not eligible for the
EITC regardless of her income level.

Irene and Jack received food stamps and energy assistance pay
ments and Karen and Ruth received food stamps. None of the
plans included these amounts as income.

Because Karen's income was relatively low, the conversion of the
dependent care credit to a deduction under the Bradley Gephardt
and the Treasury proposals had the effect of increasing her taxes.
Under present law she qualified for a 29 percent dependent care
credit against these expenses in 1986 and a 27 percent zrr.dit after
25 percent inflation. Under Bradley-Gephardt the expenses were
deductible only at a 14 percent rate. Similarly, under the Treasury
plan, dependent care expenses were deductible for Karen at only a
15 percent rate. Kemp-Kasten, Siljander and DeConcini repealed
any allowance for dependent care expenses. Because the dependent
care credit under present law provides such a large measure of tax
relief to single women heading households, the impact of its elimi-
nation or conversion to a credit can be offset only by a major ad-
justment elsewhere, such as the $10,290 personal exemption pluvid-
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ed in the DeConcini plan. Otherwise, the result for single mother
families with substantial dependent care expenses will be a tax in-
c:ease.

Ruth depended on social security, interest, food stamps and her
savings exclusively. Present law and most of the proposals excluded
her social security benefits and counted only her interest as
income. As a result, she incurred no tax liability in either year.
DeConcini, however, included her social security in income which
resulted in a $52 income tax in 1986 and $65 after 25 percent infla-
tion.

The key component:, of the tax alternatives for keeping poverty-
level families and women below the tax threshold are the personal
exemptions, the zero bracket amounts and earned income credits.
The tax thresholds in 1986 for various families and individuals
under the tax alternatives are as follows:

CHART 4.TAX THRESHOLDS FOR TAXPAYERS UNDER PRESEI,T LAW AND ALTERNATIVES

1986
Est

Present Batley Keep- Nat, vlande, Woo-
poverty Law Gooittrd1 X.Isten tirY unr
loot "

Single elderly person 55.428 54,690 55 600 58,250 56,800 52.100 54,725
Single nonelderly person 5.886 3S,00 3.600 5,750 4,800 2.100 (725
1 parent, 1 child 1,608 1,979 8.224 9000 9,309 4.200 10,290
1 parent, 2 children . 9.025 1,523 8,158 11,500 10,405 6,300 12,180

2 parents*, 1 child 9.025 9,096 10,573 11.625 10,570 6,300 11,340
2 parents 3. 2 ch4dren. 11.565 9.613 11,200 14,125 11,800 8,400 13,230

1981 poverty wet rrloreneel by 4 meet far 1984 and 5 vrotot for 196
Assumes i 1985 CPI mutate of atvut 5 PercePI
Assumes one earner

Assuming earned income at 100 percent of poverty earned by one
worker and use of the standard deduction, the tax alternatives
produce the following tax liabilities:

CHART 5.FEDERAL INCOME AND PAYROLL TM ON INCOME AT 100 PERCENT OF POVERTY LEVEL IN

1936

Nowt
law

19,,,f,ey
CtI,Arctt It.t;tel

Trosm
C6)x4n1

Nonelderly single (55.886)
federal income 13x $2b2 5180 5410 $163 $378 5221

FICA . $421 $421 5421 5421 5421 5421

!ax as percent cl income 116 10 2 0 9 9 13 6 10 9

Single elderly person (55,428)
federal name tax. . . 0 0 $504 0 $333 $134
FICA 12 12 21 12 133 96
Tax as percent of IPconie $388 $388 $388 5388 $388 $388

1 Parent/1 child (57,608
federal income tax. 583 5161 5323 5461, $340 0

FICA $514 5544 $544 $544 $544 $544

Tax as percent of rname 60 50 29 10 116 115
2 Parents 2 children (511.555)

Federal income tax . 5391 51 0 0 5316 0
5321 $821 $821 5827 $827 5827

Tax as want of income 10 6 7 6 12 12 34 5 7.15

Pam WO:sten wakI porn t cfNtftss to gaty rot t)e wed ocoroe cod
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FEDERAL INCOME AND PAYROLL TAX ON INCOMES AT 125 PERCENT OF POVERTY LEVEL IN 1986

Resent

law
Bleep
*hug Kemr''

Kasten
Treasury Sander DeContrry

Nonedeq single ($7,359)
federal in tax .. 5468 $386 I 893 $384 $5,6 $500

$526 5526 $526 $526 $526 $526
lax as percent of income 135 124 84 124 143 139

Single elderly person ($6785):
Federal income tax 0 $166 , $301 0 $467 $391
FICA $485 $485 $485 $485 $485 $485
Tax as percent of income .. 7.2 9 6 2.7 7.2 14.0 12 9

1 Parent/1 child ($9,510);
Federal income tax , $378 $377 $60 $119 $531 0
FICA 5680 $680 $680 $680 $680 $680
Tax as percent of income .,.. ....., 11.1 10.7 7.8 8,4 12.7 7.2

2 Parents 2 children ($14,456):

Federal income tax $780 $455 $64 $398 $605 $242
FICA $1.034 $1,034 $1,034 $1,034 $1,034 $1.034
Tax as percent of income ... ,,,,,, _.. 12,5 10.3 7.6 9 9 11,3 8 8

Assumes KerpOsten wcvld cent ctuldtc.s indviduals to ealify to the trained Income credt.

EQUITY CONSIDERATIONS AND SPECIAL CONCERNS

Relative position. All of the tax alternatives consistently yield-
ed the lowest tax liability for the poverty level taxpayers (families
5 and 10) and the highest for the afflu Alt professional couple
(family 8). However, as Chart 6 shows, ',he tax alternatives pro-
duced different rank orderings in tax liability in 1986 among the
other tax returns. Thus people might find that where their taxes
used to be higher or lower than their neighbor's the reverse is true
under the alternative proposals.

CHART 6,RANK ORDER OF 1986 TAX LIABILITIES

ti = West. 10 tvghtst]

Pawl Bret,
Geohnon

Ker9"
Wei TTreasury S,andtf

oDeC.

(1) Mn and 6I-835230; 2 earners, 2 chedren , . , 8 8 9 8 9 7

(2) Cathy and Dave $23,0981 earner, 4 children . , 6 5 3 5 3 4

(3) Ellen and Frank$35,230 High housing and tax . 7 7 7 7 / 8

(4) Gwen and Hal$21,000 Unemployment .. .. 5 6 5 6 6 5

(5) Irene and lack$10,300: Poverty,. ,,,, .., 2 1 1
i

2 1

(6) Wen$11,785: Single mother . . ,. 3 4 3 3 5 3
(7) Linda $35,500: Career woman, . 9 9 8 9 8 9

(8) May and Nick-883,500; Affluent couple 10 10 10 10 10 10

(9) Olive and Paul$25,600: Retired couple, .. 4 3 5 4 4 6

(10) Ruth-15,500: Widow 1 2 2 2 1 1

Karen, heading the single-parent family (61 with about $12,500 of
income and $1,500 of dependent tare expenses, had the third lowest
tax liability under present law, Kemp-Kasten, the Treasury and
DeConcini proposals. Under Bradley-GephardL her liability was
greater than that of the retired couple with $13,700 of income and
Siljander taxed her more than both the family of six with about
$23,000 of income and the retired couple. The one-earner family of
six also ranked third 1:" est under Siljander and Kemp-Kasten and
fourth lowest under DeConcini compared with sixth lowest out of
ten families under present law. The retired couple who paid the
fourth lowest taxes under present law paid the fifth lowest under
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Kemp-Kasten and the sixth lowest under the DeConcini plan which
fully taxed their social security.

ONE- VERSUS TWO-EARNER FAMILIES

Present law, Bradley-Gephardt and Treasury treat h. .-earner
families who have dependent care expenses more favorably than
single-earner families with the same income. Present law allows
the two-earner family to deduct 10 percent of the first $30,000 in
earnings of the spouse who earns the least and provides a 20 to 30
percent credit against dependent care expenses. Each spouse with
earnings can also contribute 100% of income up to $2,000 to an
IRA while a one-earner couple is limited to $2,250. Under Bradley-
Gephardt the two-earner deduction and the dependent care credit
are eliminated and dependent care expenses are made deductible
in the 14 percent bracket. For the relatively few families with
earnings above the FICA base, the Kemp-Kasten proposal applies
the 20 percent earnings exclusion separately to each spouse's earn
ings thereby avoiding a marriage penalty. However, no allowance
is made under Kemp-Kasten for work-related dependent care. The
Treasury plan permits two-earner couples to deduct their work-re-
lated dependent care expenses and unlike the other alternatives,
the Treasury plan permits a full IRA contribution by a non-work-
ing spouse, thereby benefiting one-earner couples with an ability to
save. Siljander retains present law IRA provisions which permit
two-earner couples to contribute up to $4,000 but restrict one-
earner couples to $2,250 while DeConcini repeals IRA's altogether.

These differences are seen in the tax liabilities of a two-earner
couple with $35,000 in wages ($23,000 and $12,000), $2,800 in de-
pendent care and a one-earner couple with $35,000 in wages and no
dependent care and maximum IRA contributions up to $4,000 per
couple.

CHART 7.TAX LIABILITY OF 2- AND 1-EARNER COUPLES IN 1986 1

borne Present Bradtey KenP. immy uonder Deocej
taw Gephardt Kasten

A. 2eatners $35000 82.912 $2,380 $3,048 $2.460 $2,260 $4,136
8 1-earner $35,000 Rill $3,017 $3,161' $2,880 82,460 $4,136
A/B (percent) 100 70 79 88 85 92 10

Assumes I $23.000312.000 earrunis apGt. SI1W ot dependent wte IL3 the .0 net uopte, maximum IRA ontributions up to $4,040, no
Itented cteduttrons, and 2-children

None of the tax alternatives goes as far as present law in grant-
ing tax relief in recognition of the financial and other burdens
burne by two-earner couples such as greater work-related expenses
including dependent care, less leisure, and fewer services per-
formed in the home compared to one-earner couples. Under present
law, the two-earner family's taxes are only 70 percent of the one-
earner family's. The other tax alternatives all narrow this differ-
ence in percentage terms, and DeConcini closes it entirely by
taxing both couples the same. In dollar terms, all of the tax alter-
natives would reduce the one-earner family's tax liability compared
to present law while two of themKemp-Kasten and DeConcini
would increase the two-eat family's taxes.
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It can be argued that the most relevant way to assess the differ-
ent tax treatment between one- and two-earner couples is not to
compare two families with identical incomes but rather to look at
families with and without the income of the lesser-earner. This is
the comparison actually made by two-earner couples trying to
decide whether one parent should stay at home with their children.
Chart 8 compares the same couple as shown on line A in Chart 7
before and after the lesser-earner leaves the work force. Again this
example assumes the maximum IRA contribution up to $4,000.
Since this is probably an unrealistic contribution for a family earn-
ing $23,000 the chart also shows the same situation without any
IRA contributions for either family.

CHART 8.-1986 TAX LIABILITY FOR 1- AND 2-EARNER FAMILIES 1

TaVYff Imam Bradley
Gephart Kasten

Trey Sonder De Control

With IRA Contributions up to $4,000.

A. 2-earners $35,000 $2,912 $2,380 $3,048 $2,460 $2,260 $4,136
B. 1-earner . $23,000 $1,729 $1,337 $1,164 $1,343 $1,235 $1,856
B/A (percent) ....... ..... . ..... 66 59 56 38 55 55 45

Without IRA contnbutions:

A. 2-earners $35,000 $3,314 $2,940 $4,008 $3,060 $2,660 $4,136
B. 1-earner ....... ......... .. $23,000 $2,112 $1,652 $1,704 $1,680 $1,460 $1,856
B/A (percent) 66 64 56 43 55 55 45

' Assumes a $23.000312.1)(10 earnots Spilt to the .tuna tam, 52,800 ur dependent Axe, muumom IRA mntobeteels where alduted up
to $4.000. m itemtrof deduct m and 2 thskken.

It is clear from Chart 8 that the Kemp-Kasten proposal gives the
greatest advantage to one-earner families compared to two-earner
families. In this example, the one-earner family-similar to Cathy
and Dave, but with only two children rather than four-has 66 per-
cent of the income of their two-earner neighbors, Ann and Bill.
However, under Kemp-Kasten, the one-earner family pays a tax
only 38 to 43 percent as large as the two-earner family. For them,
this compares favorably with present law which taxes them at a
level equal to 59 to 64 percent of their two-earner neighbors. Their
tax under Kemp-Kasten is actually lower in dollar terms than
their tax under present law while the two-earner family's taxes are
higher than under present law. The Bradley-Gephardt, Treasury
and Siljander plans also give the one-earner family some advantage
over present law, but not as much as Kemp-Kasten. The DeConcini
proposal increases the two-earner family's taxes more substantially
than does Kemp-Kasten; the result is that the $23,000 family's
taxes are only 45 percent of the $35,000 family's.

It is difficult to sum up this mixed picture. Bradley-Gephardt and
Siljander treat two-earner families with dependent care expenses
bettor than the other proposals in both their absolute taxes and
their taxes in relation to one-earner families with two-thirds as
much income. Treasury runs a close third in this comparison. All
three result in tax cuts for both families. One-earner families fare
best under KempKasten compared to the two earner families, how
ever, this is due to both the increased taxes paid by two-earner
families and the decreased taxes owed by one-earner families.
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MARRIAGE PENALTY

A different aspect of the one-earner versus two-earner issue is
the marriage penalty. The aggregation of a couple's earnings for
income tax purposes, the progressive tax structure, and the differ-
ent rate schedules for taxpayers with different martial statuses fre-
quently combine under present law to impose a higher tax burden
on two workers married to each other than on two single workers
with the same incomes. The deduction available under present law
to two-earner couplesequal to 10 percent of the lower-earner's
first $30,000 of incomewas intended to ameliorate this penalty. It
accomplished its purpose at lower income levels, but a substantial
marriage penalty still remains for couples with closely-matched
above-average incomes.

Taxpayer No. 7, Linda, has an income of $35,000 in wages plus
employee benefits and interest. If she married a co-worker with an
identical income and they made no changes in their spending pat-
terns, the results would be the following:

CHART 9.MARRIAGE PENALTY

Taxpott Income
Present

Geph./BracnlYrdt KaKesr*ten Treasuri S'433def
De.a.

am

A. "singles" returns:
Linda $35,500 $2,955 $3,534 $3,024 $3,442 $1508 $5.752
Lirdis fiancee. . 35,500 2,955 3,534 3.024 3,442 1.908 5,752

71,000 5,910 L068 6.048 6,884 3,816 11504
8. Joint return: Linda phis husband_. 71,000 5,931 8267 6,048 7,384 3,817 11,504
C. Difference before and after marriage ...... 0 +21 +1.199 0 +500 0 0

Under present law, the couple pays a tiny $20 marriage penalty.
Although they moved from the 20 percent marginal rate to 28 per-
cent and lost $1,310 in zero bracket amount, these disadvantages
were more than offset by the $3,000 two-earner deduction. Under
Kemp-Kasten, Siljander and DeConcini, their tax was exactly the
same married or single. This was because the tatter two plans use
one tax rate, no zero bracket, and allow personal exemptions for a
couple exactly twice the amount allowed for two single individ uals.
As noted elsewhere, the Kemp-Kasten earned income exclusion is
structured to be marriage-neutral for two-earner couples. The mar-
riage penalty effect of the $1,900 discrepancy in the zero brackets for
joint and single returns under Kemp-Kasten is negated in this
example by the fact that itemized deductions exceed the zero bracket
amount. for non itemizers, a marriage penalty of $456.00 results
from this difference in zero bracket amounts.

Under Bradley-Gephardt, the couple's combined taxes higher than
the taxes they owed while they were single. This occurred because as
single taxpayers, only 23 percent of each individual's adjusted gross
income was subject to the 12 percent surtax which begins at $25,000
for single taxpayers, while as a married couple, 38 percent of their
adjusted gross income was subject to the 12 percent surtax. This
effect would disappear for couples whose combined incomes were less
than $40,000, the beginning of the joint return surtax range. The
standard deduction and personal exemption for couples are exactly
double those for singles, thereby avoiding any penalty due to these
factors. Under the Treasury proposal, a marriage penalty of $500
was incurred, primarily because of the difference in zero bucket
amounts, but some of the penalty is attributable to the rate schedi tie.
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SPECIAL CONCERNS

Personal exemptions. Present law and most of the proposed alter-
natives allow the same size personal exemption for adults as for
children. However, two proposals are unique in that they allow a
larger personal exemption for adults than they allow for depe-d-
ents. Under Bradley-Gephardt, an adult taxpayer and spouse can
each deduct $1,600 and a single householder gets an $1,800 person-
al examption. Children and other dependents, however, qualify for
only a $1,000 personal exemption. Similarly, the DeConcini propos-
al allows $4,500 each for a married couple and $8,400 for a single
householder, while children are worth personal exemptions of
$1,890 apiece. None of the proposals offered an exemption for chil-
dren larger than that for their parents.

These variations raise the issue of the purpose exemptions are
intended to serve. Exemptions, together with standard deductions
or zero brackets, exclude a certain portion of every taxpayer's
income from taxation, regardless of the taxpayer's total income.
This makes sure that at least a subsistence amount is set aside for
consumption. However, right after World War II, when the person-
al exemption was $600 it was worth considerably more in relative
terms than it is todaythe equivalent of about $5,600.

Providing larger exemptions for adults than for children may be
based on the theory that adults consume more, on average than
children (a notion that parents of teenagers might dispute). It may
reflect the principle that the adult taxpayers themselves are the
principal generators of income and that children are merely subsid-
iary to the taxpayers.

Where only one or two children are involved, these differences do
not produce startling changes in tax liability from plan to plan.
But in large families, such as Cathy and Dave's, the differences
become noticeable. Cathy and Dave with their four childrena
total of six people in their householdare entitled to twice the
amount of personal exemptions under present law as they received
when they had only one ., or a total of three people in their
household. The same two-to-one relationship holds true under the
Kemp-Kasten, Treasury, and Siljander proposals. However, under
the Bradley-Gephardt proposal, the family of six could exempt only
1.7 times the amount allowed to them as a family of three. The
DeConcini proposal has an even more pronounced effect, exemp-
tions for the family of six are only 1.5 times as much as for a
family of three.

The tax alternatives use the increased personal exemption as a
means of avoiding taxation of poverty-level families. However, as
an "anti-poverty" technique, this is a far more expensive approach
than other options. The revenues lost for each $100 increase in the
personal exemption are estimated to be more than $5 billion. Thus,
raising the exemption to $2,000 in 1986 would involve a revenue
impact in excess of $50 billion. Other ways to protect poverty-level
families from tax liability are increasing the zero bracket amount
and increasing the earned income credit. Since the zero bracket
amount is not used by itemizers, who are principally in the $25,000
income range and over, increasing it is not as costly as adjusting
the personal exemption which affects all tax returns. The least ex-
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pensive techniques for protecting low-income taxpayers is the
earned income credit since it is targeted exclusively on low-infx,ine
families. If shielding low-income families from federal int:Title taxes
were the sole rationale for the increased personal exemptions
found in the various alternatives, the $50 billion or so involved
could be used in other ways to provide greater benefit to families
with less than average incomes or families with childrennon-re-
fundable credits, increased exemptions for children or expanded
earned income credit, for example. However, as the examples sum-
marized on Chart 2 indicate, the increased personal exemption
serves other functions in addition to protecting low-income fami-
lies.

Dependent care: As has been discussed at several points in previ-
ous pages, most of the flat tax proposals eliminate any tax-recogni-
tion of work-related dependent care expenses. This creates a par-
ticular burden for lower income families who do not have enough
disposable income to afford a reasonable quality of care for their
children or older incapacitated dependents, particularly if they
must rely on the more expensive licensed market rather than
using informal and/or unpaid caretakers. Single parents particu-
larly are more likely to need the reliability of a formal dependent
care arrangement and are less likely to be able to pay for it. Brad-
ley- Gephardt and Treasury convert the dependent care credit to a
deduction available to both itemizers and non-itemizers. Under
Bradh-y-Gephardt, the expenses are deductible only in the 14 per-
cent basic tax bracket; this deduction is worth less than the 20 to
30 percent credit currently available under present law. Under the
treasury proposal, dependent care deductions are allowed in all
three brackets and are worth 15, 25, or 35 percent depending on
the family's income. Treasury estimates that 39 percent of the de-
ductions for dependent care would be claimed by families with in-
comes over $50,000, exactly the families most likely to have a type
of dependent care that constitutes a mixed business/personal ex-
penselive-in nannies, expensive summer camps or specialized pre-
school development programs. Although it is argued that progres-
sivity should be provided directly through the tax rate structure,
the problem nevertheless remains of how lower-income working
parents will be able to purchase dependent care, particularly as
other direct government subsidies for these services continue to
shrink.

Medical expense deductions. The present tax code recognizes that
extraordinarily large medical bills impair a family's taxpaying abil-
ity. Although this deduction has been pared down in recent years,
it still allows expenses which exceed five percent of AGI to be de-. ducted. Only the Treasury plan continues this deduction at its
present level; however, repeal of a number of exclusions will have
the impact of increasing taxpayers' AGI and therefore raising the
level of medical expenses they must have in order to exceed the
five percent level. Kemp - Kasten and Bradley-Gephardt increase the
threshold to 10 percent of AGI, while Siljander and DeConcini
repeal the medical expense deduction altogether. These changes
will mean that families devastated by catastrophic, or merely "very
high," medical expenses will be expected to pay the same amount
of income tax as usual.
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Tax base: Central to the flat tax concept is setting as low as pos-
sible a tax rate on as wide as possible a tax base. Some of the tax
alternatives go further in this direction than others. Several of the
flat tax plans propose base broadening that could, if enacted, have
significant impact on w 'men and families. Perhaps the most nota-
ble is the inclusion of the value of health insurance coverage in
income. The Siljander proposal would include the total value of
health insurance coverage, while the Treasury plan would include
the portion that exceeds an indexed threshold. Despite the inclu-
sion of health insurance costs, the Siljander proposal, with its low
tax rate would be less likely to result in a decrease in health insur-
ance coverage, particularly since it allows most of the itemized de-
ductions permitted under present law and therefore results in a
substantially lower income tax for most families. One of the few
present law itemized deductions eliminated in the Siljander propos-
al is the deduction for medical expenses. This provides a good
reason for families to keep their health insurance against cata-
strophic medical bills. The Treasury proposal's cap on health insur-
ance might well result in a scaling back of the most generous
health insurance plans either through increased copayments and
deductibles or through elimination of certain types of non-hospitali-
zation benefits.

Employer-sponsored dependent care assistance has only begun
recently to receive attention from employers trying to tailor their
benefit packages to employees' needs or to improve productivity
and employee-retention rates. This exclusion of employer-provided
dependent care assistance benefits higher-paid employees because
the exclusion is likely to be worth mor: to them at their marginal
rates than the 20 percent dependent care credit. It benefits lower-
paid employees who might not have sufficient disposable income to
purchase enough services to qualify for the full credit or to have
enough tax liability to receive the non-refundable credit even if
they did manage to pay for the dependent care. Bradley-Gephardt
and Treasury repeal the exclusion of employer-provided dependent
care assistance. By contrast, the Kemp-Kasten proposal which in
many ways is stzuctured to benefit the one-earner family with chil
dren, does not repeal the exclusion. It is conjectural as to whether
under present law employer-provided dependent care will become a
widespread employee benefit, but without the exclusion for such as-
sistance it is quite unlikely to become a generally-available employ-
ee benefit.

CONCLUSION

As the foregoing analysis demonstrates, there is no tax alterna-
tive that stands out as clearly best women or families. (Perhaps
the Siljander proposal curne closest to this mark because of the sub-
stantial tax cuts most taxpayers would receive under this alterna-
tive.) Because there are so many family configurations and finan-
cial patterns, it is impossible to define an "average" family against
which to measure tax alternatives. Similarly, women not living in
families have many different income and expenditure patterns, and
generalizations cannot be made readily. The ten taxpayers used in
this analysis, however, are illustrative of at least some of the major
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stereotypical categories. This analysis showed that several of these
categories appear to be at risk. The two-earner family with high
housing and tax expenses (No. 3), the two-earner family whose
principal worker lost work for most of the year (No. 4), the single
parent (No. 6), the single career woman (No. 7), and the retired
_ouple with high medical expenses (No. 9) all had increased tax li-
ability compared to present law under four out of five tax alterna-
tives. Three categories of families appeared to be fairly well pro-

. tected for the most partthe one-earner family of six, the poverty-
level family of four, and the low-income widow. Even these conclu-
sions, however, should be used only as a guide to further analysis.
Because each of the examples hypothesized a variety of individual-

2 ized financial circumstances, it would require further analysis to
see whether these generalizations held up over a broader spectrum.

Considerations of equity between different marital statuses,
family types and income levels are similarly muddy. However, it
appears that the Bradley-Gephardt proposal substantially would
protect under $40,000 two-earner families while the Treasury and
Kemp-Kasten proposals seem to lean somewhat in the direction of
the one-earner family. Items such as the dependent care credit and
the two-earner deduction were enacted originally to alleviate per-
ceived inequities under prior law. Their repeal and the introduc-
tion of new "reforms" such as an increased spousal IRA and an in-
creased zero bracket for single household heads cannot be evaluat-
ed alone. They are all surrounded by other changes which can
either magnify or minimize their impact. Thus, it is hard to assess
the impact of these changes and, unfortunately, the conclusions to
be drawn are not as clear cut as one would like.

APPENDIX 1

(1) "AVERAGE" FAMILY

Ann and Bill, both 32, both work outside the home, a typical pat-
tern for married couples today, some 43 percent of whom rely ex-
clusively on the earnings of the husband and wife. Their earnings
are about average for married couples who both work.

They are buying their own home, probably more because they
need a place to raise their two children than because of any tax
considerations. Their property tax is about the average amount
claimed by itemizers at their income level, although it is consider-
ably lower than that paid by residents of many localities.

Their dependent care situation is atypical. They have placed
their three-year-ole. daughter in a full-time daycare center which
accounts for a large portion of their $2,800 outlay. Their eight-year-
old son goes to a neighbor's home after school, the payments to the
neighbor for this service are fairly low. Bill's company is truly in-
novative in that it decided to sponsor a summer day camp for
school-age children of employees.

Bill receives a very large package of medical insurance which
provides first-dollar coverage for all the family's medical and
dental needs.
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19E6
After 25 percent

inflation

Income:

Ann-wages $12,000 $15,000
23,000 28,750

Benefits:

Medical insurance, including dental . 2,600 3,250

Life insurance. 115 144

Dependent care (free-summer day camp) .. . 500 625

Interest received. 230 288

Expenses:

IRA contribution..................... . . 2,150 2,688

Other savings or investments . 300 375

FICA 2,593 3,347

State and local income tax 1,100 1,375

Property tax .. 800 1,000

Sales tax.. 325 406

Home mortgage interest (mean mtg ded. for taxpayers at th.s income level) 2,750 3,438

Credit card and auto interest. 1,000 1,250

Contributions. 650 813

Dependent care, ..... _ ..... ........ ..... 2,800 3,500

FAMILY NO. 1-ANN AND BILL-1986

Present tan
BrzAry

GefArdt
Kemp-

Kssten
Treasury Sander Der.onant

Income

$35,000 S.55,000 535,000 $35,000 535,000 535,000

Benefits.

Mechcal insurance 2,600 . 500 2,600

Life insurance 115 .

Dependent care .. 500 ..
Interest 230 230 230 230 230 .

Gross income ... 35,230 38,445 35,230 36,345 37,830 35,000

Adjustments:

IRA contribution... (2,150) (2,150) (2,150) (2,150) (2,150)

2-earner (1,200 ..
20 percent empl. excl.. . (7.000)

Adjusted gross income 31.880 36.295 26,080 34,195 35,680 35,000

Deductions:

Dependent care.. , .

.1,100
3,300 . 3,300 ., .. ..

State/local taxes .. 1,100 . . . 550 1,100

Real estate tax. .. .. .. 800 800 800 400 800

325 .... 163 325

Mortgage interest .. 2.750 2,750 2,750 2,750 2,750

Consumer interest ... . 1600 ,.., 1,000 1,000

Charitable contribution. 650 650 650 . . 650

Subtotal ..... 6.625 r 4,880 4,200 8,163 6,625

Zero-Nickel amount.. .. . (3,710) (6000) (3,300) (3,8001 ..

Excess itemized deduction 1.915 3,950 900 4,363

Prsonal exemptions . . . 4.360 5,200 8,000 8,000 8,400 13,230

Taxable income. 24,605 21,145 11,180 21,832 20,655 21,770

Tax.,. ..... . ... 3,288 2,960 3,331 2,705 2,065 4,136

Credits (dependent care) 560 . . . . . .. .... ..... ..

Total tax . . 2,728 2,960 3,331 2,705 2,065 4,136

Tax/grim income (percent) 80 7 7 9 5 7 5 5 5 11.8

Nominal marginal rale (Percent) 22 14 25 15 10 19
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FAMILY NO. 1-ANN AND BILL-1986-Continued

EradkY masury Sande s DeConciniPresent law TGephardt Kasten

Change from present law
Dollars +232 +603 -23 -663 +1,408
Percent, +8.5 +22 -1 -24 +52

'Excludes dependent care and charitable contnbution

FAMILY NO. 1-AFTER 25 PERCENT INFLATION

Present law Brad/eY' KenX)' Treasury Sdyander Demon,Gephardt Kasten

Income

Wages .. , 43.150 43,150 43.150 43.750 43.150 43.150
Benefits:

Metal insurance 3,250 625 3,250
We insurance 144 144
De )endent are 625 625

Interest..., 288 288 ......... 288

Gross income .. 44,038 48,057 44.038 45,144 41.288 43.150
Adjustments:

IRA contribution..... ....... (2,688) (2,688) (2.688) (2,688) (2,688) ........
2-earner (1,500) .

20 percent mot excl . . ,
Adjusted gross income, 39,850 45,369 32,600 42,456 44,600 43,150

Deductions:

Dependent care... . 4,125
State/local income tax . 1,315
Real estate tax ..... . 1,000 1,000 1,000 1.000

406 ......
Mortgage interest... 3,438 3,438 3.438 3,438 3,438
Consumer interest...... 1,250 288 ... ........ 962 1,250
Charitable contribution 813 813 813

Subtotal 8,282 11,039 4.438 4.400 8,281
Zero-bracket amount . (4,640) ..... (4,130) (4,150)

Excess itemized tiedt:ct -1 . 3,642 11,039 308 4,125 8,281
Personal exemptions.. 5,450 5,200 10,000 10,000 10,500 16,531

Taxable income 30,158 29,130 22,292 28,331 25,819 21,213

4,111 4,688 4,359 3,531 2,581 5,110
Credits 100

Total tax,.... . 3,411 4,688 4,350 3,531 2,581 5,110

Tax/gross income (percent). 77 98 99 7.8 5.5 11.8
Nominal marginal rate (percent) 22 14 24 15 10 19
Change from present law.

Dollars........... 1,211 +948 +126 -8.30 -1,159
Percent ...... +31 +28 +4 -24 +52

Change from 1986:

Dollars... ..... .. +633 +1,511 +1,028 +832 +516 +1.034
Percent,.. . +25 +50 +31 +31 +25 +25

Excludes dependent are
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(2) "TRADITIONAL" LARGE FAMILY

Cathy, age 28, and Dave, age 29, are strongly committed to their
choice to live by traditional values. They married young and are
delighted to :lave had four children already, two daughters ages 8
and 2 and two sons ages 7 and 5. (There are 2.1 million families in
the U.S. with this many children, who comprise only 5 percent of
all families, 6 percent of all married couples and 1.4 percent of all
households (1982 figures)).

Bill earns the median income for couples in which only the hus-
band works outside the home$426 per week or $22,000 on an
annual basis. This is somewhat less than the median income in
1981 for families of 6 ($26,907), making it a struggle for them to
buy their own home and to maintain it properly.

Cathy is busy at home and with the various activities of their
church and community around which their and their children's
lives are focused.

Their oldest daughter attends the school operated by their
church; they hope to be able to afford to send their buns n,:xt year
as well.

1986
After 25 ptrcent

ingan

Income

Cathy . 0 0

Dave

Wages $23.000 $28,750

Medcat and chubility insurance (employer pays hall) L100 1375
Ede insurance. 48 60

Interest received.,.. 98 123

Expenses,

IRS contributton 0 0

Other savings . .. 150 188

Medical insurance 1.100 L375
Other medical (checkups. copayments. molione. etc ) 250 313

L641 2.199

State and local income tax. 652 815

Property tax_ ...... . .... 731 914

Sales tax .. ... . . . 246 307

Home mortgage interest 2.500 3.125

Credit card and charge account interest. 500 625

Contributions . .. . 350 438

School tuition 900 1125
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FAMILY NO 2-CATHY AND DAVE-1986

Present raw Breet
Geohardt

Kempe

Kasten
treamy Strjander ti.CpANni

Income,

Wages .. 23.000 23.000 23000 23.000 23,000 23,000
Benefits

Merinl and diSPIO illy insurance 1.100 1,100
Ede insurance 48 . .. ,

Interest . .... .., . . 98 9488 98 98 ..

Gross Income-. 23,098 24,246 23098 23.146 24,198 23,000
Adjustments.

20 percent employee exclusive (4.600) .

a Adjusted gross income 23.098 24.246 18.498 23.146 24,198 23.000

Deductions

Medical ., . , . .. 195 247
State/local income taxes 652 652 326 652
Real estate tax. .... , 731 131 731 366 731
Sales tax,. , ., 246 , 123 246
Mortgage interest . 2.500 2.500 2,500 2.500 2,500
Consumer interest 500 98 . 500 500
Charitable contribution , 350 350 350 . 350

Subtotal , .. , .. , 5.174 4.331 1 3.321 4,062 4,979 0
Zero-bracket amount (3.710) (6.000) (3.330) (3,800) ...

Excess itemized deduction 1.464 350 350 262 4.919

Personal exemptions 6,540 7.200 12.000 12.000 12.600 17,010

Taxab'e income 15.094 10.696 6.148 10.884 6,619 5,990

Total tax 1,522 1.497 684 1.063 662 1,138

Tax/gross income (percent) 6 5 6 2 3 0 4 6 2 7 4.9
Nominal marginal rate (percent) 16 14 24 15 10 19
Change in present law

Dears 17 -838 -459 -852 -384
Percent , . -55 -30 -44 -25

exc;As enar.lable

FAMILY NO. 2-AFTER 25 PERCENT INFLATION

Rq3ent levy eirco*, of
Kemp-

Treasury S.',anto DeConan,

Income

Wages 20.150 28,750 28.150 28.150 28.750 28.750
Benefits

Medal and ej,,3t 'ity insurance 1,375 1.315
Life insurance 60 60

Interest 123 123 123 123

Gross income 28,873 30308 28.813 28,810 30248 28.750
Adjustments

20 percent ernroyte exclusne (5.150)

a Adjusted gross IPCOV 28,873 30.308 23.173 28.810 30248 28.750

Deductions

Medical 244 310
State/local income taxes 815 815 815

Real estate tax . 914 914 914 . 914
Sales tax . 301
Mortgage interest 3.125 3.125 3,125 3.125 3,125 .,...
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FAMILY NO. 2AFTER 25 PERCENT INFLATIONContinued

Present taw
Bradley,
Gephardt

Kemp.
Kasten

Treasury S43ndef De00,4

Consumer interest...... . 625 123 ....... 502 625 .

Chantable.contribution, 438 438 438

Subtotal .......... ....... 6,468 5.415 4,039 3,937 6,224 ....
Zero-bracket amount......... (4.640) (6.000) (4.130)) (4,750) .... .

Excess itemized deductions 1.828 438 .. , . .. .... 6.224 .... . .....
Personal exemptions ....... 8,175 7.200 15,000 15,000 15,750 21.262

Taxable income. 18,870 16.670 8.123 13,810 8,274 7.488

Total tax .. 1.901 2.334 958 1.359 827 1,423

Tax/gross income (percent) 61 7 7 19 4 3 21 4 9

Nominal marginal rate (percent) 16 14 24 15 10 19

Change front present law

Dollars,. ,.... ....... +433 1,329 542 1,064 418
Percent, .. . . +23 70 29 56 25

Change from 1986

Dollars . . +379 +837 +195 +296 +165 +285
Percent . +25 +56 +53 +28 +25 +25

(3) FAMILY WITH HIGH HOUSING AND TAX COSTS

Ellen and Frank and their two children have a financial profile
identical to Ann and Bill's except for one major difference. they
live in an area where housing costs and taxes are high. Even with
the tax deductions in present law for mortgage interest and proper-
ty tax, they consider themselves "house poor." Their state and
local income taxes are also relatively high in comparison with
other parts of the country.

1985
Age( 25 permit

eat.ort

Income

Wenwages $12.060 $15,000

frankWages 23.000 28,750

Denotits

Med cal insurance 2.60 3.250

We tnsurance 115 144

'tweet care 500 625

Nerd 230 288

Expenses

IRA contribution 2.150 2,688

Other savigs or investments 300 375

FICA 2.503 3.347

slate and Ie.:31110V 13* 1,500 1.875

Property tax 3 000 3.750

Sales lax 325 406

Home mortgage interest 4.003 5.000

Consumer interest 1.000 1,250

Contributions 650 813

Dependent care 2,800 3.500
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FAMILY NO. 3-ELLEN AND FRANK-1986

Present taw
EWwardt Kann.

Kasten
Irmo/ V;3^,Itt neConan,

Income:

Wages . . 35,000 35000 35,000 35,000 35,000 35.000
Benefits

Medal insurance 2.600 500 2,600
life insurance. 115 ..... 115 . .

Dependent care 500 . 500 .. .
Interest . 230 230 230 230 230

Gross inwme 35.230 38,445 35.230 36,345 37,830 35,000
Adjustments

IRA contribution . (2,150) (2,150) (2,150) (2155) (2.150)
2-earner . (1.200)
20 percent empl exci (7,000)

Adjusted gross income 31,880 36,295 26.080 34,195 35.680 35,000

Deductions

Dependent care . 3.300 . . 3,300
State/local taxes .. 1,500 1,500 .. 150 1,500
Real estate tax . , 3000 3,000 3.000 1,500 3,500
Sates tax .., 325 .. . , . 163 325
Mortgage interest.. . 4.000 4.000 4,000 4,000 4,000
Consumer interest 1,000 230 . . . 1,000 1,000
Charitable contribut.on 650 650 650 . . ...... 650

Subtotal... 10.475 12,680 7,650 10,713 10.475
/erobracket amount , (3.710) (3,300) (3.800) .

Excess itemized deduction 6 765 12.680 4,350 6,913 10.475
Personal exemptons 4,360 5,200 8,000 8,000 8,400 13,230

Taxable income 20,155 18,415 13,180 19,282 16.805 21,710

Tax.... . 2,493 2,578 2,503 2,322 1,680 4,163
Credits (dependent care) 560

Total tax , , 1,933 2,578 2,503 2,322 1.60d 4,163

Tax gross income (percent) . 5 5 6 7 71 6 4 i 4 119
Nominal marginal rate (percent) 18 14 24 15 10 19
Change from present law

(Mrs . . +645 +570 + 339 -253 +2.203
Percent + 33 + 29 + 20 -13 +115

FAMILY NO. 3-AFTER 25 PERCENT INFLATION

Piet LIN Ker-;.
Ltst Navy NON mg

Income

Wages 43.150 43.750 43.750 43,150 43)50 43,750
Benefits

Med,c.31 insurance 3.250 625 3,250
Life insurance 144 144
Dependent care 625 e25

Interest . 288 288 288 288

Gross income,

kustments.
44.038 48.057 44,038 45,144 41,288 43,750

IRA contribution......... (2,688) (2.688) (2,688) (2.688) (2688)
2-earner.

20 percent empl. (8,750) . ...... ..v. .......
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FAMILY NO. 3AFTER 25 PERCENT INFLATIONContinued

Present taw
Brad ley.,

Gephardt
Kern;"
Kasten

Treasury S;,:rider DeConsw,

Adjusted gross income 39.850 45.369 32,600 42.456 44,600 43.750

Deductions

Dependent care.. , 4,125 4,125 .. . ..

State/local taxes . . 1.815 1,875 ... 1.875

Real estate tax... 3,750 3,750 3,750 . . 3,750

Sales tax.... ...... . . 406 . . , 406

Mortme interest . 5,000 5.000 5,000' 5, 000 5.000

Consumer interest . 1,250 288 . . 962 1.250

Charitable contributor' 813 813 813 813

Subtotal. 13,094 15,851 9,563 10,087 13.094

Zero-bracket amount (4,640) (4,130) (4,750)

Excess itemized deduction 8.454 15.851 5.433 5,337 13,094

Personal exemptons 5.450 5.200 10,000 10,000 10.500 16.538

Taxab'e income 25,946 24.318 17.167 27.119 21,006 27.212

Tax 3,114 4,014 3,129 3,355 2,100 5,170

Credits (dependent care) 100 .

Total lax 2,414 4,014 3,129 3,355 2,100 5,110

Tao gross income 5 8 8.4 11 14 4.4 112

Nominal marginal rate (percent) 18 26 24 15 10 19

Change from present law,

Dollars . +1.600 +715 +941 314 +2,756

Percent +66 +30 +39 13 +114

Change from 1986

Dears
Percent

+481
+25

+1,437
+56

+626
+25

+1,033
+44

+420,
+25

+1.007
+25

(0 FAMILY EXPERIENCING PROLONGED UNEMPLOYMENT

Gwen and Hal have identical financial circumstances as Ann and
Bill except that in March, the plant where Hal worked closed its
doors. This gave their town a very high unemployment rate and
only temporary jobs have been available since then,

Hal qualified for the maximum unemployment benefit ($1711
week) but these benefits will be exhausted after 3-1 weeksaround
Thslksgiving. Gwen arranged for low option medical insurance
through her employer to replace Hal's lost coverage, however, she
must pay $75;mo. for this insurance, which does not include dental
care and which has high deductibles and copayments. Hal also lost
his term life insurance and access to the company's summer day
camp for school-age children.

Changes in the family's spending pattern, in addition to various
household economies, included cutting back their du ighter's out-of-
home daycare to an average of 2 days a week beginhing in June to
give Hal a chance to job hunt, during the remaining three days he
looks after her. They spent $1,000 of their savings and reduced
their contributions to their IRA accounts. Housing and tax ex-
penses remained the same.

WM Y AVAILABLE 3.141AJIAVA
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1936
Alter 25 percent

inflation

Income:

Gwen:

Wages .... ...... .... . - .
Medea! benefits (50 percent employer share)

HalWages (January-March) .. . . .. . . .

Benefits

Medical benefits (January-March) .. . ,

Life insurance (January-March) ....
Tempo ry & partime jobs....
Unemployment compensation . . . ,

Interest on savings

ExpenSest

IRA contributions

Medical insurance payments (50 percent employee share) , ..
Out-of-pocket medical, dental. ...... , . ...... . . ...., ....
State/local income tax ..

Sales tax

Mortgage interest .,....... ...
Credit card interest ..

Contributions

Dependent care (January-March. $233/mo, Apr-Dec $25 wt.) .

, .. ..

, . ,

.. ... , . ..,

$12,000

824

5,750

649

14

1.200

6,300
150

500

825
500

1,3 05605

800

240

2,750
300

340

1,867

S15.000

1.031

7.187

812

18

1.500

7.875

188

625

1,031

625

1.8128760

1,000

300
3.437

425

2.333

FAMILY NO. 4-GWEN AND HAL-1986

Present law
Bradley.
Gephardt

Kt*
Kasten

Treasury Stf.;ander Deform

Income:

. . 18,950 18,950 18,950 18,950 18.950 18,950
Benefits,.

Medical insurance .. , . 1,473 125 1473
life insurance .... . , ,.. 14

Unemployment compensation , 3,102 6,300 6,300 6,300 3.027 6,300
Interest ... 150 ISO ISO 150 150

22,202 26,887 25,400 25,539 23,600 25,250Gross Income . . .... . . .. .

Adjustments:

IRA contribution,. . .. (500) (500) (500) (500) (500) ... ........ ...
2.earner..,...,, , . . . 695
20 percent empl excl. , . .. .... . (3,790)

Adjusted gross income .. 21.007 26,387 21,110 25.039 23.100 25,250

Deductions:

Dependent care.,

Medical. ........ .. 274 79
State/local income taxes. 600 600 300 600 .....
Real estate tax. 800 800 800 400 800
Sales tax 240
Mortgage interest 2.750 2,750 2.750 2.750 2,750
Consumer interest. 300 150 . . 300 300
Charitable contribution,. 340 340 340 .

Subtotal .... 5.304 1 4.300 3,890 5,816 5.030 .......
Zero-bracket amount .. . (3,710) (6.000) (3,330) (3,800) .

Excess itemized deduction 1.594 2,207 590 2.016 5.030 .
Personal exemptions. . , 4.360 5,200 8.000 8,000 8,400 13,230

Taxable income ..,..., ......... .. 15,053 12,980 12,520 15,023 9,670 12,020

Tax 1,515 1.817 2,212 1,683 967 2,284

.3.416116901b914011
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FAMILY NO. 4-GWEN AND HAL-1986-Continued

Present law BiadleY' KM' reasuryT
Gephardt Kasten

SttAndet DeGonam

Credits (dependent care) . 448

Total tax . . 1,067 1,817 2,212 1,683 967 2,284

Tax/gross income (percent) ,,,,,,, ... . . 48 76 87 66 40 90
Nominal marginal rate (percent) ... ... ..... .. ..... 16 14 24 15 10 19

Change from present law:

Dollars +750 +1,145 +618 -98 +1219
Percent +70 +107 +58 -9 +114

Excludes dependent CM and charitable conlnbotton.

FAMILY NO. 4-AFTER 25 PERCENT INFLATION

Present Law WO'
Gephardt

Kemp.
Kasten

Treasury Mandel Defacrni

Income:

Wages, 23,687 23,687 23,687 23.687 23,687 23,687

Benefits:

Medical insurance 1,843 156 1,843

Life insurance. . . .. 18 . 18

Unemployment compensation , 6,129 7,875 7.875 7,875 6,129 7.875

Interest ,,,,, 188 188 188

Gross Income.. 30,004 33,611 31,750 31.736 31,847 31,562

Adjustments:

IRA contribution ,

2.earner . , ,

(625)
(868)

(625) (625) (625) (625) .., ..... ....

20 percent empl tool . (4,737) ..,

Adjusted gross income 28,511 32.986 26,388 31.111 31,222 31,562

Deductions;

Dependent care . .., 2.333 2 333

Medical .,. ....... .....
State/local mcome taxes

Real estate tax-. .., 1,000 1.000 1,000 . ..... 1,000

Sales tax,... ..... .. . 300 300
Mortgatge interest . . , 3,437 3.437 3,437 3.437 3,437

Consumer interest......, . 375 188 ... ,... . , 187 375

Charitable contribution,. 425 425 , .. , . .. .. , ..... . 425

Subtotal.. 6,517 '5.375 4,437 '3.624 6,284

Zero-bracket amouni. , ... . (4,640) (6,000) (4,130) (4.750) ..... ... _.

Excess itemized deduction. . 1,877 2,758 307 2.333 6,284

Personal exemptions,. 5.450 5,200 10,000 10,000 10,500 15,537

Taxable income. . , , 21,184 19.028 16,081 18,788 14,438 15,025

Tax . . .... . . , 2,271 2.664 2,868 2,256 1,444 2,855

Credits (dependent care) . ...

1.805 2,664 2,868 2,104 1,444 2,855Total tax. ... ..

Tax/gross income (percent). . 60 79 90 66 4.5 9.0

Nominal marginal rate (percent) 16 14 24 15 10 19

Change from present law.

Dollars +859 +1.063 +299 -391 +1,050
Percent , _ ..... , . , ... +48 +59 +17 -21 +58

Change from 1986:

+738 +847 +595 +421 +477 +578
Percent +69 +47 +26 +40 +49 +25

Excludes dependent are and charitable contributton

12'4
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(5) FAMILY BELOW POVERTY LEVEL

Irene, 40, and Jack, 42, have a below-poverty income despite the
fact that both are working. Jack's $3.75/hr. job provides no benefits
other than paid holidays and sick leave. Irene works one or two
days a week to supplement their income and one of their two teen-
age daughters babysits occasionally to earn pocket money. The
family qualifies for food stamps and received energy assistance to
help with the expense of heating their apartment.

1986
Atter 25 percent

inflatran

Income:

Irene (no benefits) $2,500 $3,125
Jack (no benefits except vacation) 7,800 9,750
Eldest daughter (babysitting) 300 375
Food stamps 1,500 '1,875
Envy/ assistance ........... ........ 300 315
Interest . 0 0

Expenses:

IRA contnbution 0 0
Medical insurance 0 0
Other medical expenses... ........ ......... ......... .. ..... . 350 438
State and lout income taxes 70 88
FICA 736 985
Property tax 0 0
Sales tax 140 175
Mortgage interest... 0 0
Consumer interest 30 38
Contrihutions 75 94

Food stamps re indexed to food prxx mares athet thri to the overall Cti and therefore may not roar Precis* Z Pezeut 0011 a
period of 25 percent inflation.

FAMILY NO. 5IRENE AND JACK-1986

Present taw Bracky.
GAtardt

KemP.
Kasten

Treasury Siliander DeCronomi

Income:

Wages 10300 10,300 10,300 10,300 10.300 10,300
Food stamps

(new assistance

Gross income i0.300 10,300 10,300 10300 10,300 10,300
Adjustments:

2-earner (250)
20 percent empl excl (2 060)

Adjusted gross income. .. 10,050 10,300 8,240 10,300 10,300 10,300

Deductions:-
Medea!

State/local income taxes.. 70 70 35 70
Sales tax. 140 70 140 ...... ...... ..
Consumer interest 30 ... 30 30 ..... .........
Charitable contribution 75 75 75 75

Subtotal ............... ............. : .. ...... 315 I 70 75 130 315 0
Zero-bracket amount (3,710) (6,000) (3,300) (3,800)

Excess itemized deduction 75 75

1151KOROXIMMtiiiii
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FAMILY NO. 5IRENE AND JACK-1986Continued

Present law
Bradley.,

Gephardt
Keep.
Kasten

Treasury Sayander DConccu

Personal exemptions 4,360 5.200 8,000 8,000 8.400 13,230

Taxable income.. 5.615 0 165 0 1,585 0

Tax... , . .. 210 0 0 0 159 0

Credits (EITC) . ... 116 116 376 153 0 0

Total tax ..... 94 116 376 -153 159 0

Tax.gross income (percent) . +09 11 36 1.5 +1.5 . .....

Nominal marginal rate (percent) 23 2 12 2 15 12 2 10

Change from present lam:

210 470 247 +65 +94
223 500 263 +69 +100

Excludes charitable osetnbuto

FAMILY NO. 5AFTER 25 PERCENT INFLATION

Present law RAderY't
Kemp.

Kasten
Treasury Vtanctee Deemer

Income:

12.875 12,875 12.875 12.875 12,875 12,875

Food stamps__ . .1 1 .
Energy assistance .

Gross income 12.875 12,875 12,875 12.875 12,875 12,875

Adjustments:

2-earner. .. (312) . .

20 percent empl excl. (2,575)

Adjusted gross income 12,563 12,875 10,300 12,875 12,875 12,875

Deductions:,

Medical,.

State/local income taxes 88 88 . 44

Sales tax . 175 88 175

Consumer interest., ...... . ., 38 38

Charitable contributon 94

Subtotal 395 94 . 170 395 0

Zerabracket amount,. , (4,640) (6,000) (4.130) (4,750)

Excess itemized deduct on 94

Personal exemptons. . 5,54'0 5,200 10,000 10,000 10.500 16,537

TaxaVe income , 7,023 1,581 300 2,875 1,980 0

Tax 262 221 0 0 198 0

Credits (EITC) . 0 0 538 191 0 0

Total tax 262 221 538 191 198 0

Taxgross income (percent) - +20 +11 4.2 -.1.5

Nominal marginal rate (percent) 11 12 2 10 , .. ....
Change from present law:

Dollars... . 41 800 191 64 262
Percent .. ... 16 305 173 24 100

Change from 1986:

Dollars +168 +337 162 +38 +39
+178 +290 43 25 +25

iki*4411.11,14111,11
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(6) MOTHER-ONLY FAMILY

Karen, age 26, is divorced and lives in an apartment with her
six-year-old son. She earns about the median income for a single
mother with one child, $240 a week or about $12,500 for year-
round, full-time work. However, female-headed families experience
a 17 percent unemployment rate. When Zaren lost her job, she was
able to collect unemployment compensation to tide her over until
she became reemployed about two months later. During this time,
her ex-husband made several child support payments.

Karen's budget allows for no extras. Since both of her jobs
during the year were "temporary" positions, she did not receive
health insurance. Therefore she considers herself very lucky that
neither she nor her son had any serious illnesses during the year.

Now that her son is in school, Karen's daycare expenses consist
of payments to a neighbor for after school care and the expense of
a summer day camp operated by a local community service agency.

1986
After 25 percent

inflatco

Income:

Karen's wages. . .

Interest

Unemployment compensation.

Food stamps

Child support ..... .....
Expenses:

IRA contribution...

Medical insurance...

Medical expense .

State/local income taxes...... .

Sales tax. .....

Credit card interest... ..
Contributions

Dependent care .

$11,500 $14,375

35 44

1,000 1,250

225 281

500 625

0 0

0 0

80 100

822 1,099

385 481

130 163

40 50

250 313

1,500 1,875

500 625

Food stamps am usdezed to Men pINXimmesiatha Nato the otra4 Mod lkume mom masa mod), 25 percent donna a
rood of 25 percent tdation.

FAMILY NO. 6KAREN-1986

Present taw BraXey.
Gcspardt

Kemp.
Kasten

Tre isury Side K eonn

Income,

Wages ...... ,. ..... .... . 11,500 1L500 11.500 11,500 11.500 11,500

Interest ... ... . . . . . 35 35 35 35
Unemployment compensation 250 1,000 1,000 1,000 259

Food stamps ... , .....

Child support

Gross income 11,785 12.535 12,535 12,535 11.785 11,500

Adjustments:

20 percent env'. excl . . (2,300)

Adjusted gross income . 11,785 12,535 10,235 12,535 11,785 11,500

Deductions:

Dependent care ......' ................

State/local income taxes

Sales tax.

.., ........... .................. .... . .. ..,
385

130

1.500

385

1,500

193

65

385

130

3.1111111KOPINICAIMISE
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FAMILY NO. 6-KAREN-1986-Continued

Present law
Bradlep
Gesprdt

Kemp.

Kasten
Treasury Studer DeConcini

Consumer interest .. 40 5

Charitable contribution 250 250 250 .

Subtotal. 805 385 250 263 805
Zerobracket amount (2,510) (3,000) (3,200) (3.500)

Excess itemized deduction 250 1,750 250 1.500

Personal exemptions . 2,180 2,800 4,000 4.000 4,200 10,290

Taxable income ... 9,355 4985 5,985 7,035 6,780 1,210

Tax... 844 698 668 530 678 230
Credits:

Dependent care 435

OTC

Total tax.. . 409 698 668 530 678 230

Tax/gross income (percent) .. 3 5 5 5 5 3 4 2 5 8 2.0

Nominal marginal rate (percent), 17 14 24 15 10 19

Change from present law:

+289 +259 + 121 +269 -179
Perc,n1 +71 +63 +30 +65 -44

Excludes dependent care

FAMILY NO. 6-AFTER 25 PERCENT INFLATION

Present law
8,adley
Gesture!,

Kemp.

Kasten
Treasury Seondet DeConcini

Income.

Wages.. 14,375 14,375 14,375 14,375 14,375 14475
Interest .,.. .. . .... 44 44 44 ,...
Unemployment compensation. 1,250 1,250 1250 1,250 1.250 ..........
Food stamps., ..

Child support ......... .. .... ..

Gross income,. .. 15,669 15,669 15,669 15.62. 15.669 14.375

Adjustments;

20 percent empl end .. (2,875)

Adjusted gross income 15.669 15,669 12,794 15,725 15,669 14.375

Deductions:

Dependent care .. 1,875 1.875 .. .. .

State /local income taxes . . 4. 81 481 481

Sates tax.... , ........ ,. , . 163 .. . .. 163

Consumer interest. . ... 50 6 50 .

Charitable contribution... 313 313

Subtotal, , . . 694 1 481 ' 6 1,007 0
Zerobracket amount. . (3,140) (3.000) (4.000) (4,380) - .

Excess itemized deduction

Personal exemptions 2.325 22,188080 5,000 1,8785,000

1,00/

5,250 1 2_2.86_

Taxable income . 12.944 7.681 7,794 8,750 9,412 1,513

1.263 1,075 911 655 941 287

Credits.

Dependent care 506

EITC. . ,.. . .. ...

Total tax 757 1,075 911 655 941 287

numiamprormitimis
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FAMILY NO. 6AFTER 25 PERCENT INFLATIONContinued

Present law
Bradley.

Cespardt

Kemp.

Kasten
Treasury VArlet DeConcini

Tax/gross income (percent) . 4 8 69 58 42 6 2.0
Nominal marginal rate (percent) 17 14 24 15 10 19
Change in present law:

Dollars .. . .. +313 +154 102 +184 410
Percent ...,. .. +42 +20 13 +24 62

Change from 1986:

Dollars ..... ..., ,,
Percent .... .

+348
+85

+377
+54

+243
+36

4 125

+24
+263
+39 +25

Excludes dependent care and charitaNe contribution

(7) SINGLE WOMANLINDA

Linda, age 45, is a mid-level manager with a large corporation.
Earning $35,000, she is well-paid compared with most single work-
ing women. (The 1982 median income for single women was
$12,448. Only 7.4% had incomes over $35,000 and only 2% had in-
comes over $50,000.)

Because she has no plans to marry, Linda is concerned both with
minimizing her tax payments and with building future financial se-
curity. Therefore, she takes full advantage of tax-favored retire-
ment savings options and has taken a large mortgage on her condo-
minium apartment. Furnishing this apartment, paying for a car,
taking vacations and maintaining a "yuppie" lifestyle have con-
sumed the rest of her disposable income, precluding other invest-
ments or tax shelters. She keeps a savings account for unexpected
expenses.

15d6
Alter 25 percent

mliatein

Income:

Wages $35,000 $43,750
Benefits.

Medical insurance,. , ,.....
401(k) retirement sawrgs

800

2,000
1,000

2,500
Employer match ,. ,., 1,000 1,250
Disability insurance.. , . ,..,.. 88 109
Group term life insurance .. . 168 210

Interest . , .. ao0 625
Expenses:

IRA contribution.... 2 000 1 2,500
Other savings......... . .... . 1,200 1,500
FICA 2,717 3,634
State/local income taxes.. .... ... 1,20 1,500

Property tax 800 1,000
Sates tax 600 750
Mortgage interest 8,500 10,625

Consumer interest 1,500 1,875
Charitable contributions, 600 750

Assumes that $500 goes to other sanngs or 401(k) plan it maximum contribution is not increased

11141111,1111.11MINILIONIk 129
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TAXPAYER NO. 7-LINDA-1986

Preset law
Bradley.
Gephardt

Kemp,
Kasten

Taney SZynder Detencrni

Income

Wages... .... 35,000 35,000 35,000 35,000 :a.CCO 35,000

Benefits.

Medical insurance... 800 . 800 .... .

Disability insurance ...

Group term Me insurance ..... ., 168 .., .... 168 . . .....

Interest ... 500 500 500 500 500 ...

Gross income ..... . 35,500 36,468 35,500 35.668 36,388 35,000

Adjustments:

401(k) retirement savings (2.000) (2,000)

IRA contribution. (2.000) (2,000) (2.000) (2,000) (2,000) .

2-eaner

20 percent empl excl . . (7,000)

Adjusted gross income 31.500 32,468 24.500 33.668 34.388 35,000

Deductions:

Slate/local income taxes.. 1,200 1,200 600 1,200

Real estate tax.... .... .. 800 800 800 400 800

Sales tax 600 600

Mortgage interest. 8,500 8,500 8,500 8,500 8.500

Consumer interest... ........ ..... 1.500 500 1,500 1,500

Charitable contribution.. . 600 600 600 ..... .... 600

Subtotal ........ ............. 13,200 11,600 9,900 11300 13,200

Zero-bracket amount (2,510) ........ (2,600) (2,800) ..... .....

Excess itemized deduction 10,690 11,600 7,300 8.500 13,200 ..........

Personal exemptions.. . 1,090 1,600 2,000 2,000 2,100 4.725

Taxable income 19,720 19,268 12,600 23,168 19.088 30,275

Total tax.... _. 2.955 3,534 3.024 3.442 1,908 5,752

Tax/gross income (percent). . . . . 8 3 9.7 90 9.7 52 16.7

Nominal marginal rate (percent) . ..... . 23 26 24 25 10 19

Change in present law.

Dollars . + 579 +69 +487 -1,047 +2,797

Percent +20 +2 +16 -35 +95

TAXPAYER NO. 7-AFTER 25 PERCENT INFLATION

Present law
Bradley.
Gephardt

Kemp,
Kasten

Treasury Srliander DeConcini

income:

Wages.. ........ 4?..50 43,750 43,750 43,750 43,750 43.750

Benefits.

Medical insurance

Disability insurance. ,

life insurance., . . ... 210 210

110

Interest._ ..... ..... 625 625 625 625

Gross income 44,375 45.585 44,375 43,960 45,485 43,750

Adjustments:

401(k) retirement savings .. (3,000) (3.000) (3,000)

IRA contribution.. (2,000) (2,000) (2.000) (2,500) (2,000)

20 percent env!. excl (8,750)

Adjusted gross income 39,375 40,585 30.625 41,460 43,485 43,750

Militif30111MAltallik
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TAXPAYER NO. 7-AFTER 25 PERCENT INFLATION- Continued

Present law
Bradley-
tepaa-rdt Kew

Kasten Treasury Sitsander DeConcini

Deductions.

State /local income taxes .. 1,500 1,500. 1,500
Real estate tax., 1,000 1,000 1,090 1,000
Sates tax._ ...... 750 . ... 750
Mortgage interest_ 10.625 10.625 10,625 10,625 10,625
Consumer interest...... 1,875 625 1,250 1,875
Charitable contribution,

Subtotal__ ..... .

750 750 750 750

16.500 14,500 12,375 11,875 16,500 ,

Zero-bracket amount...,

Excess itemized deduction

(3.140) . (2,060) (3,500) ... ..... .......

13,360 14,590 10,315 8,375 16,500 .
Personal exemptions . .., 1.360 1,600 2,500 2,500 2,625 5,906

Taxable income 24,655 24,485 11,810 30,585 24.360 37,844

Total tax........., 3,694 5,322 3,780 4,709 2,436 7,19i,

Tax/gross income (percent). 83 117 85 10.7 5.4 16.5
Nominal marginal rate (percent) 23 14 24 25 10 19
Change in present law:

Dollars.. , _. +1.628 +86 +1.015 -1,258 +3,496
Percent ,, . +44 +2 +27 -34 +95

Change from r:86:
Dollars . . 739 +1,788 +756 +1267 +528 .r.1,438
Percent . . 25 +51 +25 +37 +28 +25

(8) PROFESSIONAL COUPLE

Mary, 32, and her husband, Nick, 35, are both successful young
professionals in a major metropolitan area. They postponed having
children until their careers are established. In the meanwhile, they
are concentrating on building financial security and developing
their professional capabilities.

They want to shelter their income from taxes, but their long
hours and involvement with work prevent them from getting in-
volved in complex ventures requiring a great deal of time or atten-
tion. However, they have taken full advantage of deferred compen-
sation and savings plans offered by their employers as well as tax-
favored savings for retirement through IRA and Keogh plans. They
recently purchased a house large enough for their anticipated
family needs in part because of the interest and tax deduction from
this investment.

Mary is working toward a graduate degree in a field complemen-
tary to her specialty. Her tuition and expenses are paid for by her
employer. Nick has organized a business which he hopes will devel-
op into something that he can pursue on a full time basis.

Compared to most families, Mary and Nick must be considered
A quite well off. According to the Census Bureau the highest 5 per-

cent of income for couples begins at about $67,000, so Mary and
Nick's combined income of better than $87,000 places them 30 per-
cent above this mark. For all joint tax returns filed by husbands
and wives in 1982, only 3.2 showed incomes above $75,000. Despite
their retirem4it'Savirigs qnd housing outlays, Mary and Nick have

311111111011114461111Mila
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some $37,000 left for personal expenses after paying their taxes
(under current law).

1986
Mee 25 percent

inflatien

Income:

Benefits;

Medical insurance ,, ... ....... ......

Group term life insurance

Educational assistance ....... .. ..... ...........

401(k) retirement savings:

..... .......

............

. , .... .

. ..... .....

$40,000

2,600

60

2,200

$50,000

3,250

75

2,750

Wage reduction 4,000 5,000

Employer contribution 2,500 3,125

thck-wages 35,000 43,750

Benefits: Group term life insurance 50 63

401(k) retirement savings: Wage reduction. 2,500 3,125

Business profit 12,000 15000

Interest 800 1,000

Expenses:

IRA contnbolion.. ........... . _ . .... .... . . . . .... ...-.. 4,000 1 5,000

Keogh contribution .... ..... .... 3.000 3,750

Other wings 1,000 1,250

5964 7,941

State /local income taxes__ .... .... . _ .... .. , 2,700 3375

Property tax 6.000 7,500

Sees tax 700 875

Mortgage interest-principal residence 18.000 22,500

Consumer interest,. ...... -.,.. ...... .. ........... _ ....... ....... ,..,..,.... ............. ..... ............., 2,000 2,500

Charitable contributions 1,750 2,188

pounung that maximum contntakon tuna is roused. otherense the $1,000 excess u put into 40100 Plan-

FAMILY NO. 8-MARY AND NICK-1986

Present law
BtaCty
Cep/11dt

Kern p
Kasten

Dowry SJ;andee Deemed

Income
Wages (incl. 401(k)).,. ...., 75,000 75,000 75,000 75,000 75,000 75.000

Benefits

Medical insurance.. ..... ..... . 2.600 -. . . ... 500 2,600 .....

Life Immo.- - .. ... 110 . ...... ... , 110

Educational assistance 2,200 2,200 2,200 2,200 2,200 .....

(401(k) retirement savings) . (6,500) (6,500) (6,500)

Business profit'. .. 12,000 12,000 12.000 12.000 12.000 12,000

Interest .. ..... . - 800 800 800 800 800

Gross income . .. 83,500 86.210 83,500 90,610 92,600 87.000

Adjustments

Keogh contribution.. (3,000) (3,000) (3,000) (3,000) (3,000) .... ,

IRA contribution .. (4,000) (4,000) (4,000) (4,000) (4,000) ,.. ...... .
2earner ._ ... ,. (3,000) ... , . . ..- . ...... . .... ......
20 percent empl. exci . . 2 (15,420) . . ....... .

Adjusted gross income 73,5Q0 79,210 61,080 83,610 85.600 87,000

Deductions.

State/kcal income taxes 2.700 2,100 . .... .. 1,350 2,700 ..... , ...

Real estate tax. . . 6.000 6,000 6,000 3,000

Sales tax..... . .. 350

Mortgage interest .... . 18.000 18,000 18,000 18,000 18,000

Consumer interest_ 2,000 800 2,000 2,000 ..... .,.
Charitable contribution 1,750 1,750 1,750 78 1,750 ..,....

Subtotal.. 31,150 29,250 25,750 24,778
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FAMILY NO. 8-MARY AND NICK-1986-Continued

Present bw
Bradley`
Gephardt

K4m0'
Kasten

Treasury &ban* DeConcini

Zero-bracket amount . . (3,110) (3,300) (3,800) ,. .............

Excess itemized deduction 21,440 29,250 22,450 20.918 31,150 .. _ .. _
Personal exemptions 2.180 3,200 4,000 4,000 4,200 9,450

Taxable income 43,880 46,160 34,630 58,632 50,250 11,550

Total tax 8.654 11,692 1,519 10,908 5,b25 14,135

Tax/gross income (percent) .. - - - 10 4 13 6 9.0 12.0 5.4 16.9
Nominal marginal rate (percent) . ,. 33 30 24 25 10 19
Change from present law:

Dollars +3.038 -1,135 +225.4 -3,629 +6.081
Percent., ............. ...... ..... .., .... , +35 -.13 +26 -42 +10

Assumes but profits wens not affected by other features of the proposals
2 Assumes FIG toe of $41300

FAMILY NO. 8-AFTER 25 PERCENT INFLATION

t lawPresent
Bradley,
Gephardt

KerrO'
Kasten

Treasury Sep** Wow

Income:

Wages (ind. 401(k)) , 93,150 94,150 93.150 93,150 93,150 93,150
Benefits:

insurance,

the insurance ......... ...
3,250 625 3,250

Educational assistance 2,750 2.750 2.150 2,160 2,750 .....
Intrest 1,0000 1,000 1,000 1.000 ......
(401(k) retirement savings) (9,125) (9,125) (9,125)
Business ......... ...... 15.000 15,000 15,000 15,000 15,000 15,000

Cross income_ ............ . 103,315 106,163 103,315 112,213 115,150 108,150
Adjustments;

Keogh contribution. (3,150) (3,150) (3,150) (3,150) (3,150) ,

IRA contribution . ..... (4,000) (4,000) (4,000) (5.000) (4,000)
2-earner (3,000)
20 percent empl exd.

Adjusted gross income .. 92.625 99,013 16,440 103.523 108.050 108,150

Deductions:

State/local income taxes 3,315 3,315. 3,315 , .... ,...
Real estate tax ... , ... , . 1,500 1,500 1,500 , .. . . 1,500 ,..,
Sales tax. 815 . 815
Mortgage interest_ ... 22500 22,500 22,500 22,500 22,500
Consumer interest 2500 1,000 . 1,500 2,500 .. ..
Charitable contribution... .. 2,188 2,188 2,183 111 2,188

S u b t o t a l 36,563 32,188 24,111 38,938 ....
Zero-bracket amount ,.... . (4.640) .. , .. (4,130) (4,150) , .

Excess itemized deduction 34,298 36,563 28,058 19,361 38,938
Personal exemptions.. . . 2,125 3,200 5,000 5,000 5,250 11.812

Taxable income . 55.602 59,250 43,382 79.156 63,862 96,938

Total tax .... .... 11,063 16,511 9,420 15,102 6,386 18,418

Tax /Voss inr!c.ne (percent) 1015 131 9.1 13 5 5 5 16 9
Nominal marginal rate (percent) 33 30 24 25 10 19
Change from present law:

415,514 - 1,643 +4,039 -4,611 +1,355

ousagessamoomm
133



130

FAMILY NO. 8AFTER 25 PERCENT INFLATIONContinued

Resent law
Braley. Kemp. Tram Sdjuder DeCcaire
Gephardt Kasten

Percent

panic from 1986:
+50 15 +37 42 +66

Dollars. 2.409 4,885 1,901 +4,194 +1,361 +3,683

Percent 28 42 +25 +38 +21 +25

Assumes 21CA pre ol $51,900

(9) RECENTLY RETIRED COUPLE

Olive, 62, just retired, timing her plans to coincide with her hus-
band's retirement. She receives a reduced social security benefit
which is based on half her husband's check. She did not work for
any of her employers long enough to qualify for a pension.

Paul, 65, also just retired. He receives the full social security
maximum benefit plus a pension from his company. He has not
begun drawing on his IRA account, and continues to earn some
income for occasional work of the type he previously performed. Al-
though in good general health, he had a major operation this year
which was only partially paid for by Medicare and insurance. Both
spouses' Part B premiums are deducted from their social security
chucks.

The couple lives in their own paid-for home. They have accumu-
lated a substantial nest egg of savings and investments in stocks
and bonds which they hope will provide them an adequate cushion to
supplement their social security and pension in case of emergencies
of unforeseen expenditures.

This is a fairly typical profile for couples of this age. According
to a study by the Social Security Administration (Income of the
Population 55 and Over, 1982SSA Pub. No. 13-41871, March,
1984), 47% percent of couples aged 65-67 had income from earn-
ings, 85% received social security, 35% received private pensions,
76% earned interest and 21% received dividends.

The median income for couples where the husband was in the
65-67 age bracket was $19,600 in 1982. This couple is about 10%
above the median, after adjusting for inflation between 1982-86.

1936
Alto 25 rant

Oben

Income:

Olive SOcIal Security

Paul,

53.300 t $4,125

Wages .. ..... .,..... 5.000 6,250

Social Security...... ..., 1 8.820 1 11,025

Pension 6,000 7,500

Interest, 1,300 1,625

Dividends 1.400 1350

Expenses:
Medical insurance payments (inducing part 8) . ---- .... - . - ... 900 1,125

004:4-pocket medical, dental............ .. .. ...... ....... . ....... ..,.. 2,000 2,500

Medicines 500 625

RCA 358 418

Stale/lccal income tax. 900 1,125

Property tax 800 1,000

1111111110111VAMISMIMILIN
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1936
Alta 25 rant

station

Sales tax.. 225 281
Consumer interest. 200 250
Contributions 500 625

$ Social security amounts protected fused on 1935 actual benefits, =al seemly bent. 's are indexed to wages rat* than aces and tberefcce
may not have men by 25 ;cant during a poled a 25 want Matra

FAMILY NO. 9OLIVE AND PAUL-198 .

Present law Braley.
Ge Thar41

Keno.
Kasten

11. Income:

Wages. 5.000 5.000 5,000
Social Sectrity . .

Pension . ... , .. 6,000 6,000 6.000
Drvidends 1.200 1,400 1,400
Interest . 1300 1,300 1.300

Cross income 13.500 13,700 13.700
Adjustments;

20 percent emPl. excl - _ .. .

Adjusted gross income , 13.500 13,100 '2.100

Deductons;
Medical 2.125 2,030 2.184
State/local income taxes . 900 900 ,

Real estate tax , 800 800 800
Sees tax ...... ... 225 . ........
Consumer interest. .. 200 200
Chartable contribution 500 500 500

Subtotal 5.350 53,93Q 1 2.984
Zero-bracket amount . . (3.710) (6,000) (3,300)

Excess itemized deduction 1,640 500 500
Personal exemptions 2.180 3,200 4,000
Additional exemption. 1,090 1,000 2.000

Taxable income . . 8 590 3.000 6,200

Total tax 569 420 696

Tao/gross income (percent) 42 30 29
Nominal marginal rate (percent) 14 14 24
Change from present lat

MIS .. . 149 +127
Percent . 26 +22

ow

' 1A,5 chartatk co"tbuton

Treasury &liana( Wows

5.900 5,000 5.000

12.120

6,000 6.000 6,000
1,400 1,400

1.300 1,300

WOO 13,700 23,120

13,100 13,700 23,120

2.115

450 900 .
400 800
113 225
200 200 ....... ,

226 500

4,104 2.625 .

304 2,625 ...

4,000 4.200 9,450

.

9.396 6.875 13,670

839 688 2.597

6,1 50 11.2
15 10 19

+269 +119 +2.021
+47 +21 +355

FAMILY NO. 9AFTER 25 PERCENT INFLATION

Pr'se't Em

a Income

Wages 6.250
Socoal Security

Pension 1.500
Diu . 1,550
Interest .,

Cross income_ .

1,625

,. 16,925

M7,1 PIZ Treasury 3',3nCler DeConau

6,250 6,250 6,250 6,250 6,250

15,150
7.500 , . 7.500 1.500 7.500 1 500
1,750 1.750 1.750 1.750
1,625 1.625 756 1,625 .

17,125 17,125 16,256 17,125 28,900
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FAMILY NO. 9-AFTER 25 PERCENT INFLATION-Continued

Present law
8ractiet.
Gephardt

KwIP"
Kasten

Treasury Si 9ander DeConcini

Mjustments:
20 percent empl exd (1.250)

Adjusted gross income 16,925 17,125 15,875 16,256 17,125 28,900

Deduction

Moat 3.404 2,537 2,730 3,437

State/local income taxes... 1,125 1,125 1,125

Real estate tax 1,000 1,000 1000 1,000

Sales tax 281 281

Consumer interest 250 250 250

Charitable contnbution 625 625 300 625

Subtotal 6,685 '4,912 3,730 3,737 3,281

Zero-bracket amount__ ......... ....... .. 0.5.40) (6,000) (4,130) (4,750)

Excess itemized deduction 2,045 625 3281

Personal exemptions 2720 3,200 5,000 5,000 5,250 11,812

Additional exemption .... 1,360 1,000 2,500

Taxable income ...... 10,800 6,300 8,375 11,256 8,594 17,088

Total tax 720 882 1,019 976 859 3247

Tax/gross income (percent) 4.2 52 5.9 60 5,0 11.2

Nominal marginal rate (percent) 14 14 24 15 10 19

Change from pre ent law:
Dollars +162 +299 +256 +139 +2,527
Percent +23 +42 +36 +19 +351

Change fror 1986:
Mars 151 +462 +323 +137 +171 +650
Perctlt +27 +110 +46 +16 +25 +25

Wide! charitable ccntributan.

(10) WIDOW

Ruth is an 82-year-old widow who lives primarily on her hus-
bandi s social security benefit. Her social security benefit is slightly
less than the median benefit for widows, based on 1982 data (updat-
ed for inflation).

Her husband's pension ceased when he died. Her only other
income is interest from her savings account plus some series E gov-
ernment bonds purchased years ago by her husband. She occasion-
ally receives gifts of needed items and clothes from her children
who live in other cities and pays them extended visits once or twice
a year.

Ruth lives in an apartment. Her health is stable but s e must
take medication and have frequent check-ups to monitor ht.r 'ueart
condition, arthritis and diabetes.

15M
Alter 25 percent

inflation

Income:

Social Security ($417/mo ) ,. '5000 1 6,250

Interest from savings........ ,. . 500 625

Withdrawal horn savings 750 938

Food stamps 200 1 250

3111110103411WAIMUlallea
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1986
After 25 percent

inflabm

Expenses:

Medical insurance-part B premium 193 '253
Out-of-palcet medical care 15 94
Medicines 600 150
Sales tax 90 114
Stete/local income tax

Contributions 84 105

&cis! security benefits are indexed to yaps ratht, than coon and thereto may not increase precisely 25 percent during a period ot 25
percent intlatien.

Food stamps are indexed to food go increases rather than to the areal CPI And therefore may not inuerse mostly 25 cement firma a
period of 25 percent intlatma

3HHS croyectien based co current law; program is net indexed to tr4

TAXPAYER NO. 10RUTH-1986

Present law
Welty.
Gephardt

Kemp,

Kasten
Treasury gare,r PeCcnani

Income:

Socal Security......... 5,000
Interest ..... .... 500 500 500 500 500

Adjusted gross income 500 500 500 500 500 5,000

Zero-bracket amount ........ (2510) (3,000) (2,600) (2,800)
Personal exemptions . 1,090 1,600 2,000 2,000 2,100 4,125
Additional exemptions 1,090 1,000 2,000
Taxable income 275

Tax 0 0 0 0 0 52

Change from present law:

Dollars +52
Percent

TAXPAYER NO. 10AFTER 25 PERCENT INFLATION

Present
Law

Bradey.
Gephardt

Kemp
Kasten

Treasury &hinder Cr

Social Security......
Interest .. 625 625 625 344 625 ........ ....

Adjusted gross income... . . 625 625 625 344 625 6,250

Zero-bracket amount.... . ...... (3,140) (3.000) (3,250) (3,500) .

Personal exemptions 1,360 2.000 2,500 2,500 2,625 5,906
A& naI exemptions 1,360 1,000

0 0 0 0 0 344

Tax, ............... ... 0 0 0 0 0 65

Change from Present law:

Dollars +65
Percent .

BEST COPY AV/AMU . firAVA Ifill03 TIM
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APPENDIX 2

TAX COMPUTATION TABLES FOR TAX ALTERNATIVES

I. Present Law

A. Joint returns-1986.

Taxable income:

Under $3,710.

$3,710 to $6,000 ...

$6,000 to $8,290 .....

$8,290 to $12,990.......

$12,990 to $17,460.

$17,460 to $22,040............

$22,040 to $26,850.

$26,850 to $32,630.

$32,630 to $38,410,

$38,410 to $49,980.. .......

$49,980 to $65,480.

$65,480 to $93,420.., ......

$93,420 to $119,390

$119,390 to $177,230. ..

$177,230 or more..

Alter 25 percent inflation:

Under $4,640

$4,640 to $7,500.... .......

$7,500 to $10,360............ .

$10,360 to $16,240.

$16,240 to $21,830.

$21,830 to $27,550,......,

$27,550 to $33,500..

$33,500 to $40,790.

540,790 to $48,010.

$48,010 to $62,480

$62,480 to $81,850

$81,850 to $116,780

$116,780 to $149,240

$149,240 to $221,540

$221,540 or more.... ......

B. Head of household returns-1986.

Taxable income:

Under $2,510

$2,510 to $4,800.....

$4,800 to $7,090 ..,

$7,090 to $9,490.... .

$9,490 to $12,880

$12,880 to $16,370..., . .....

$16,370 to $19,860.

$19 R60 to $25,650.

$25,650 to $31,430

$31,430 to $37,210..

$37,210 to $48,780.

$48,780 to $66,130... . .

$66,130 to $89,270.

$89,270 to $118,190

$118,190 or more

After 25 percent inflation:

Under $3,140....... ..

$3,140 to $6,000.....

$6,000 to $8,860.

$8,860 to $11,860..........,

$11,860 to $16,100....

$16,100 to $20,460

$20,460 to $24,830

$24,830 to $332,060..

$32,060 to $39,290

$39,290 to $45890

MT COPY AVAILAOLE
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Tax rs:

O.

'1 percent of excess over $3,710.

$252 plus 12 percent o excess over $6,000.

$527 plus 14 percent o excess over $8,290.

$1,185 plus 16 percent o excess over $12,990.

$1,900 plus 18 percent o excess over $17,460.

$2,724 plus 22 percent o excess over $22,040.

$3,786 plus 25 percent o excess over $26,850.

$5,231 plus 28 percent o excess over $32,630.

$6,849 plus 33 percent o excess over $38,410.

$10,666 plus 38 percent of excess over $49,980.

$16,556 plus 42 percent of excess over $65,480.

$28,290 plus 45 percent of excess over $93,420.

$39,976 plus 49 percent of excess over $119,390.

$68,317 plus 69 percent of excess over $177,230.

O.

11 aercent :if excess over $4,640.

$314 plus 12 percent of excess over $7,500.

$658 plus 14 percent of excess over $10,360.

$1,480 plus 16 percen of excess over $16,240.

$2,373 plus 18 percen of excess over $21,830.

$3,405 plus 22 percen of excess over $27,550.

$4,731 plus 25 percen of excess over $33,500.

$6,537 plus 28 percen of excess over $40,790.

$8,560 plus 33 percen of excess over $48,010.

$13,333 plus 38 percent of excess over $62,480,

$20,695 plus 42 percent of excess over $81,850.

$35,363 plus 45 percent of excess over $116,780.

$49,970 plus 49 percent of excess over $149,240.

$85,396 plus 50 percent of excess over $221,540.

Tax is,

O.

11 percent of excess over $2,510.

$252 plus 12 percent o excess over $4,800.

$527 plus 14 percent o excess over $7,090

$863 plus 17 percent o excess over $9,490.

$1,439 plus 18 percent o excess over $12,880.

$2,067 plus 20 tercent o excess over $16,370.

$2,765 plus 2', percent o excess over $19,860.

$4,155 plus 28 percent o excess over $25,650.

$5,857 plus 32 percent o excess over $21,430.

$7,706 plus 35 percent o excess over $37,210.

$11,756 plus 42 percent of excess over $48,780.

$19,043 plus 45 percent of excess ver $66,130.

$29,456 plus 48 percent of excess over $83,270.

$43,338 plus 50 percent of excess over $118,190.

0,

11 percent of excess over $3,140,

$315 plus 12 percent of excess over $6,000.

$659 plus 14 percent of excess over $8,860.

$1,079 plus 17 percent of excess over $11,860.

$1,799 plus 18 percent of excess over $16,100.

$2,580 plus 20 percent of excess over $20,460,

$3,456 plus 24 percent of excess over $24,830.

$5,194 plus 28 percent of excess over $32,060.

$7,321 plus 32 percent of ssyer j390
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TAX COMPUTATION TABLES FOR TAX ALTERNATIVES-Continued

$46,890 to S60,980
$60,980 to $82,660.
$82,660 to $111,590...
$111,590 to $147,740....
$147,740 or more

C. Single returns-1986:
Taxable income:

Under $2,510

$2.510 to $3,710..
$3,710 to $4 800
$4,800 to $7 090
$7,090 to $9,280
$9,280 to $11,790.
$11,790 to $14,080_
$14,080 to $16,370
$16,370 to $19,860
$19,860 to $25,650
$25,650 to $31,430........ ....
$31,430 to $37,210 .......
$37,210 to $45,290............
$45,290 to $60,350
$60,350 to
$89,270 Of more

After 25 percent inflation.

Under $3,140

$3,140 to $4,640. ..
$4,640 to $6,000 .
$6,000 to $8 860
$8,860 to $11,600
$11,600 to $14 740
$14,740 to $17,600
$17,600 to $20,460.
S20,460 to $24,830.... .... ..
$24,830 to 532,060
$32,060 to $39,290
$39,290 to $46,510 ....... .....
$46510 to $56,610
$56,610 to $75 440
$75440 to $111,590
$111,S90 or more

$9,633 plus 35 percent
$14,695 plus 42 percent
$23,804 plus 45 percent
$36,820 plus 48 percent
$54,173 plus 50 percent

of excess aver $46,890.
of excess over $60,980
of excess over $82,660.
of excess over $111,590.
of excess over $147,740.

Tax is:

0.

11 percent of excess over $2,510.
$132 plus 12 percent o excess over $3,710.
$262 plus 14 percent o excess over $4,800.
$583 plus 15 percent o excess over $7,090.
$912 plus 16 percent o excess over $9,280.
$1,314 plus 18 percent o excess over $11,790.
$1,726 plus 20 percent o excess over $14,080.
$2,184 plus 23 percent of excess over $16,370.
$2,986 plus 26 percent o
$4,492 plus 30 percent
$6,228 plus 34 percent o
$8,193 plus 38 percent o excess over $37,210.
$11,263 plus 42 percent of excess over $45,290.
$17,588 plus 48 percent of excess over $60,350.
$31,469 plus 50 percent of excess over $89,270.

2. BradleyGephardt

excess over $19,860.
excess over $25,650.
excess over $31,430.

0.

11 percent of excess over $3,140.
$165 plus 12 percent o
$328 plus 14 percent o
$729 plus 15 percent o
$1,140 plus 16 percent o
$1,642 plus 18 percent o
$2,157 plus 20 percent o
$2,730 plus 23 percent o
$3,733 plus 26 percent o
$5,615 pros 30 percent o
$7,783 plus 34 percent o excess over $39,290.
$10,240 plus 38 percent of excess over $46,510.
$14,079 plus 42 percent of excess over $56,610.
$21,985 plus 48 percent of excess over $75,440.
$39,336 plus 5.1 percent of excess over $111,590.

excess over $4,640.
excess over $5000.
excess over $8,860.

excess over $11,600.
excess over $14,740.
excess over $17,600.
excess over $20,460.
excess over $24,830.
excess over $32,060.

Basic tax on taxable income: 14 percent.
Surtax on AGI less net interest expense up to amount of interest income.

Joint: 12 percent on $40,000 to $65,000; 16 percent on $65,000 and over.
Head of Household: 12 percent on $25,000 to $37,500; 16 percent on $37,500 and over.
Single: 12 percent on $25,000 to $37,500; 16 percent on $37,500 and over.

3. Treasury

A. Joint returns-1986:
Taxable income: Tax is:

Less than $3 800 0
$3,800 to $31 80 15 percent of excess over $3,800,
$31,800 to $63,000 $4,200 plus 25 percent of excess over $31,800,
$63,'50 and over $12,200 plus 35 percent of excess over $63,800.

After 25 percent inflation

Less than $4,750 $0.
$4,750 to $39,750 15 percent of excess over $4,750.
$39,750 to $79,750 $5,250 plus 25 percent of excess over 539,750.
$79,750 and over $15,250 plus 35 percent of excess over $79,750.

B. Head of household returns-1986:
Taxable income:

Less than $3,500 ........... 0.
$3,500 to $25,000.. 15 percent of excess over $3,500.
$25,000 to $48 000 $3,225 plus 25 percent of excess over $25,000,

II,IMAJIAVA Y1100 TM
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TAX COMPUTATION TABLES FOR TAX ALTERNATIVESContinued

$48,000 and over $8,975 plus 35 percent of excess over $48,000.

Alter 25 percent inflation:

Less than $4,380 0.

$4,380 to $31,250 . $15 percent of excess over $4,380.

$31,250 to $60,000.......... $4,031 plus 25 percent of excess over $31,250

$60,000 and over $11,219 plus 35 percent of excess over $60,000

C Single returns-1986:
Taxable frame: Tax is

Less than $2,800......
$2,800 to $19,300................... 15 percent of excess over $2,800

$19,300 to $38,100. $2,475 plus 25 percent of excess over $19,300

$38,100 and over $7,115 plus 35 percent of excess over $38,100

After 25 percent inflation:

Las than $3,500 .....

$3,500 to $24,125......, . 15 percent 01 excess over $3,500.

$24,125 to $47,625.. $3,094 plus 25 percent of excess over $24,125.

$41,625 and over... $8,969 plus 35 percent of excess over $47,625,

4. FIL

1986:

Tax rate 715
Base $41,700

1990:

Tax rate. , ... 7 65

Base $51,900

M3703/7Q M7Z-24"-. IC"
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FINANCIAL HELP FOR VULNERABLE FAMILIES: THE
INCOME TRANSFER MENU

Alfred J. Kahn*

The United States has been concentrating on cutbacks rather
than on basic welfare reform in recent years. The Congress is cur-
rently exploring tax simplification. In short, this is not the time for
comprehensive designs and specific income maintenance program
proposals. However, the problems and the needs remain: persistent,
indeed increasing poverty; long-term unemployment after exhaus-
tion of unemployment benefits; single-parent families with no
sources of support and few job skills; low-earner large families;
homeless and penniless victims of emergency and catastrophe;
youth who leave school without job skills or work prospects.

The lack of current legislative action, in short, does not justify
forgetting the issue. What follows begins with the premise that this
may be a time to add to the clarity of the debate and to "stockpile"
some possibilities. As long as there is societal change there can be
no long-term freeze of social policy.

BACKGROUND

More than fifteen years ago, what was to become a longer series
of efforts to enact welfare reform under such banners as "a guar-
anteed income" or a "negative income tax" began with recommen-
dations from President Lyndon Johnson's Heineman Commission
(1969). The family assistance plan (FAP) of the Nixon administra-
tion was defeated three years later aftez a long fight and a complex
debate. Modified versions of the plan were also turned back in
1972, but they did provide the design for Supplemental Security
Income (SSI), a program unifying and federalizing public assistance
for the agt.J, blind, and disabled. President Carter offered his two-
track Better Jobs and Income program in 1977, distinguished those
expected to work from those not considered employable, and com-
bining administrative reform and simplification with some ele-
ments of an income guarantee and work requirements. After a long
effort, this proposed reform, too, lost in 1980.

Over this time, several lessons have emerged: (a) the durability
of many "welfare" principles which are traceable to Elizabethan
poor law and early 19th century reform debates, (b) the difficulty of
reconciling conservative and liberal perspectives on which vulnera-
ble families should be aidedand how; and (c) the need to think of
both tax and incon maintenance strategies as interrelated in de-
signing a realistic program. (Here we employ the term "income
transfers" as the label which subsumes the variety of non market

Professor, Columbia University, School of Social Work,
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devices whereby income is made available to individuals or fami-
lies.)

Some brief historical background may be helpful.
As societies discovered economic need too extensive to be met by

family and neighbors, church, or ,rivate charity, they invented
"poor law", the precursor of modern public (social) assistance. This
early and subsequent formalization of the public role was inevita-
ble, given scale, costs, the need to settle the question of who pays,
and the need to establish that there would be public accountability,
administrative structures, and provision for meeting costs. But
from the sixteenth century to last summer's AFDC amendments,
the level and form of help have been sensitive to the possibility or
likelihood that generous and easily obtained aid might create work
disincentives. The "morally corrupt" might become malingerers
and "exploit" their generous fellow men. The resulting policy and
program strategies are familiar: demeaning means tests, low grant
levels which are not competitive with minimum wage rates, prefer-
ence for indoor relief (workhouses and almshouses) over relief
while at home, loss of political rights, contracting-out of the labor
of adult applicants and indenture of their children, preference for
in kind over cash grants. The responsibility and financing re-
mained local Lis well, since this continued the tradition of family
and primary group responsibility, allowed neighbors or local offi-
cials opportunity to inhibit malingering and fraud, assured access
to private help first if available, and resulted in levels of assistance
attuned to local costs and labor markets. Moreover, local adminis-
trators retained considerable discretion in evaluating need and pos-
sible malingering; only the "worthy" could expect help. Those who
were not of the community could be sent elsewhere.

In the United States, the most primitive and demeaning of these
policies initially were modified in the late nineteenth century and
changed substantially after the Great Depression and the enact-
ment of the Social Security Act. Although the differentiation be-
tween the "deserving" and the "undeserving" poor was an old one,
the "deserving", who were treated less punitively, were at first
only those whose need might be ascribed to "Acts of God" (the phy-
sicially handicapped, the very old or infirm, perhaps the widows
and young children of respected citizens who had died in accidents
or from sudden illness). The Depression consolidated Lhe notion
that Acts of God (or of individually unavoidable social causation)
could take the form of crop failure, fire, illness, and economic ca-
tastrophe which left people without income no matter how hard
working and motivated they were and had been. Means tests even-
tually were to become more objective, contracting out of the labor
of recipients was to end and workfare to be forbidden, children no
longer were specifically placed in foster care because their parents
were poor, cash payments were guaranteed. Political rights, espe-
cially the right to vote, could no longer be forfeit as the result of
public -,..id, a practice prevalent from colonial times but effectively
gone since the early part of the century in most places. The courts
and legislation eliminated various rules about settlement (resi-
dence) and the worst of the invasions of privacy and arbitrary dis-
cretion. There was to be "statewideness" in welfare administration
under the 1935 law and an assistawx staff hired through civil serv-
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ice procedures. Serious efforts were to be made to help people find
work or receive needed training.

Nonetheless, the core historical characteristics of public assist-
ance were to remain: an income and assets test which was strin-
gent, a low grant level, and constant alertness to the work-welfare
tie, so that disincentives would be avoided. While now there would
be federal sharing of costs, the local contribution remained and the
state set the standard of need for the means test. What is more,
while discrimination was prohibited (and, later, the courts protect-
ed against infringement of liberties and rights simply because one
was in receipt of aid), the state was not required to enact a particu-
lar grant level or meet any adequacy standard. The state legisla-
tures still determined budgets. The result was and is the great vari-
ations in assistance levels in the AFDC (Aid to Families With De-
pendent Children) program, variations so great that some state
grants were and are mere gestures, rescued only by the addition of
a standardized food stamp program entitlement. Furthermore, in
contrast to the practice in most countries, the U.S. public assist-
ance programs were not designed to cover the intact household
with two parents. This was not considered a "deserving" category
without suspicion. Finally, in 1961, states were permitted to extend
AFDC eligibility to children in intact families if their father were
unemployed. Only half the states have taken advantage of this
option and have done so under rules that have limited eligibility
totals severely.

By contrast, as public consciousness and the political system ab-
sorbed the lessons of modern industrial society, and as democratiza-
tion spread through the industrial world, a new programindeed a
new social inventionknown as social security or social insurance
began to protect those whose needs were predictable Ind obviously
not attributable to moral failure or personal willfulness. Soon there
were to be seen almost everywhere in industrialized countries pro-
grams of workmen's compensation (to deal with work i.ijury), un-
employment insurance, old age and survivors insurance, and dis-
ability insurance.' (Sickness benefits, while widespread, were not
developed in the United States system). Here the individual rights
were clear. Federal law, in the instance of social security (not
workmen's compensation or the state-implemented unemployment
insurance), set eligibility conditions and specific benefit formulas
for the entire country. It was possible objectively to compute an in-
dividual's entitlements. The courts were available to adjudicate al-
leged violations.

Public assistance thus has become less punitive and less discrimi-
natory by the 1960s and it even became more generous well into
the 1970s. But social insurance, contributory in the United States,
was a firm right.2 Legislatures and courts made the assistance
status less onerous in the 1970s, social insurance was indexed,
as was SSI, Supplemental Security Income, social assistance for the

' During the past decade most advanced industrial societies have had some difTiculty with dis-
ability insurance because case totals ham grown, 4. osta become substantial, and funt.tiunal dis-
ability is more difficult to objectify. This subject cannot be pursued here, however.

I use social insurance to cover pension, disability, and unemployment insurance programs
eves. though the popular term is social security. Internationally, and in the U.S. law, assistance
and service programs as well as medical coverage are included in social security laws.
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aged, blind, and disabled, which was enacted in 1972 and which
now occupies a spot between assistance and insurance, since its
guarantees are legislatively specific and justifiable, an income
guarantee with a modest, specified assets test.

Why the ongoing problem, then? First, social insurance in the
United States does not cover all contingencies and may provide a
low benefit for those who work at the low-pay irregular jobs. It
does not cover those not in the labor force, except perhaps as de-
pendents. Second, unemployment insurance benefits are low and of
limited duration. Third, father-headed, two-parent households are
mostly ineligible for AFDC and, in any case, AFDC benefits, even
when combined with food stamps, are very low in much of the
country. Fourth, a miltiplicity of means-tested benefits, often with
inconsiste., . eligibility levels (AFDC, Medicaid, food stamps, public
housing) results in a very steep income decline if work brings in
income above the eligibility level(s), i.e., there is a high "implicit
tax rate." Finally, there are youths and single adults who find no
work or are not qualified for available work, and who are ineligible
for any aid. For many the only option may be local (general) assist-
ance in those selected jurisdictions which offer it. Such assistance
(home relief) does not involve any federal participation.

In short, many needs remain but the historic inhibitions remain
as well. a balancing of adequacy versus work incentive, federal
guarantees of at least a minimal standard of living and of stand-
ardized administration versus local variations and responsibility,
providing "welfare" versus providing work, providing sufficient as-
sistance to maintain a community standard versus restraining
costs. To these dilemmas the historical record has added another:
universal versus income or means - tested programs, that is, should
the welfare versus social insurance differentiation, which perforce
plays upon stigma and leaves one group permanently disadvan-
taged, be continued?

Finally, the experience of the 1960s and 1970s renewed another
historical dichotomy. the choices between cash, on the one hand,
and commodities and services ("kind") on the other. Concern with
hunger in the 1960s revived food distribution, first through a com-
modities program and then through the Food Stamp program. The
Food Stamp program began with a 1961 pilot, was formalized in
1964, was improved and indexed in 1971, expanded in 1973, and
took its present form in 1977. The Congress that rejected the Nixon
FAP proposals authorized the new, basic income guarantee at a
cost no smaller than FAP estimates (perhaps because the urban
poverty lobby and agricultural interests are a more powerful coali-
tion than the one assembled for welfare reform).

Of course, there was another in kind program, namely the public
housing initiatives, some of them targeted at the poor, which had
begun during the New Deal. Medicaid, far more important and
costly, was passed in 1965, building on earlier welfare-linked medi-
cal care programs. A very small low-income Home Energy Assi-
tance program began in 1981, has changed at least twice, and
varies by state.

In any case, the repertoire in the United States for aiding the
vulnerable now includes the in-kind option, a return to the pre-
cash welfare patterns of earlier eras. These patterns were never
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quite given up, although for a time in the 1930s and 1940s cash was
considered more dignified and effective then turkeys and Christ-
mas baskets and more likely to encourage normalcy. On the other
hand, some Congressional coalitions prefer in kind benefits. There
also are observers who are not sure that the poor use money reli-
ably and would rather target food, shelter, and medical care direct-
ly at them and their children.

Various tax devices also are part of the repertoire; however, it
has been only during the past decade that they have been appreci-
ated as such by most debate participants and policy makers.

The campaigns for a guaranteed incom.: and a negative income
tax may have failed in the intended format but we should not
forget the food stamp development and the enactment of SSI.
Moreover these campaigns did make policy makers and the public
aware of a possible connection between social insurance, public as-
sistance, and tax programs. By the 1970s this was a familiar asso-
ciation, even as social security experts in the international litera-
ture had begun to write about the need to integrate social security,
assistance, and tax systems more systematically. A number of
things had become apparent:

A tax return is an income test of sorts and, at least in
theory, just as an income above a certain level can be the basis
for taxation, an income below a certain level can comprise a
deficit to be made up, perhaps in part, by the public treasury;

Public policy already was being used to help families
through personal exemptions in the income tax system for tax-
payers and their children and extra exemptions for the aged
and the blind;

Payroll taxes were being used as the vehicle for contribu-
tions by employers and employees to the costs of Old Age, Sur-
vivors, Disability and Health Insurance (OASDHI) and unem-
ployment insurance, and such contributions determined subse-
quent eligibility for benefits;

Decisions to tax or not to tax employer-provided health and
pension benefits, or public social security benefits, including
unemployment insurance, both helped shape the worth of such
benefits and created incentives or disincentives to offer them;

Tax policy could make contributions to private charities less
or more costly to individual taxpayers and to corporations; and

Tax credits and tax deductions could help people pay for
their mortgages, local taxes, health and prescription drug costs
and, most recently, the day care and other dependent care
costs of working adults. In a sense, these, too, should be regard-
ed as federal expenditures.

In short, the repertoire of income transfers which may be drawn
upon currently by public policy, whether to assist the vulnerable or
any citizens, consists of strategies identified by the shorthand
terms public assistance, social insurance, tax policy and service-
benefits in kind. In some instances, the programs may belong to
more than one of these families of methods.
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LESSONS FROM OTHER COUNTRIES

In the late 1970s, the Cross National Studies program at Colum-
bia University was funded by the Family Assistance Research Pro-
gram of the Social Security Administration to conduct comparative
research designed to shed light on American income maintenance
programs and their future possibilities. Teams worked in the U.S.
and seven other advanced industrial societies (Canada, England,
France, Germany, Sweden, Israel, Australia). Two volumes and a
series of policy-focused articles were published in 1983 and 1984.
Several other papers are in press. (All of this work is co-authored
with Sheila B. Kamerman). I offer some findings relevant to the
present discussion without attempting a full overview.

Working with research teams in all these countries, we identified
a group of families deemed vulnerable and thus the objects of
income transfer policies. Vulnerable families, who are described in
greater detail in Chart A, were defined as including:

The long- and short-term unemployed, some of whom were in
work-training programs and some of whom were not;

Single mothers raising children; some of the mothers were in
the labor force and some not; some were receiving child sup-
port from the child's father and others were not; and

Large, two-parent families with one average-wage earner.
There vulnerable families were contrasted with somewhat better

situated families (also described in more detail in Chart A). These
included:

Families with two earners;
One- and two-earner families earning multiples of the aver-

age wage in a particular country; and
Childless families, one of which had an unemployed member

and the other a mother on leave for childbirth.
We also compared the vulnerable families and the so-called "tra-

ditional" two-parent, two-child family with a sole earner of average
wages. However, we found that its situation was in fact more simi-
lar to the vulnerable than to the contrast families; in many coun-
tries it was so regarded and the object of specific supportive me-
sures'

Our analytic method is elaborated elsewhere, but the following is
essential to what follows: the research teams computed each fami
ly's income maintenance entitlements for calendar year 1979, sub-
tracted compulsory social insurance contributions, and in the light
of earnings and transfer income, determined each family's local
and national income tax obligations (or entitlements under tax
credit programs). Each family's net (after-tax) income for the year
was determined. Then, to permit cross-national (or, in the United
States, inter-state) comparisons, each family's net income was ex-
pressed as a perce.,tage of the wage of the average production
worker in its country for the same year. The ratios were also ex-
pressed on a per capita basis (since the families had different num
bers of members), utilizing several alternative equivalency meas
ures, in view of the fact that families enjoy some economies of scale
and that adults and children have different consumption needs.

'Not included in the study were several categories of the et.unorna.ally vulnerable aged.
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The data collected enabled us to compare the "vulnerable" and
the "contrast" families within each country, so as to identify the
types of families treated most "generously" (i.e., those families
with the highest family and per capita income, as compared with
the net income of the country's average production worker). We
also were able to compare different countries with regard to each
family type (determining which countries were, relative to their
own standards, generous to each specific type). Finally, compari-

. sons of vulnerable families with contrast families as a group and,
then, within countries could be used to shed light on the essentials
of income transfer policy overall.

Given the sponsorship and locus of the research, the United
States analysis was somewhat more elaborate. To take account of
different state benefit levels and state/local tax variations, the gen-
eral analysis included two states. New York was chosen as one of
the highest benefit states in the nation and Pennsylvania as some-
where between a quarter and a third way down the benefit-level
distribution, depending upon the index chosen. Since it was learned
early that (relative to United States standards) Pennsylvania's ben-
efits to vulnerable families were less adequate than were benefits
in any of the other countries, relative to their own average wages,
we did not add states which ranked even lower to the international
comparisons. However, to understand the effects of specific income
maintenance programs and what occurred if one attended to local
salaries and taxes, a supplementary analysis was made for Tennes-
see and Alabama, which are near the bottom of the U.S. in grant
levels.

The analysis of ranks and contrasts complett.d, we could examine
the specific programs and policies through which the results were
achieved. We could look specifically at social insurance, public as-
sis'..3nce and tax programs and at their differential impacts.

Available time and space permits us to present in summary form
findings of particular interest to the present discussion.4

COUNTRIES AND FAMILIES

The reader may find it helpful at this point to consider two
charts and four tables which provide orientation to the results.
Chart A, which identifies the families as reported in the tables,
Table 1, which compares the "generosity scores" (the family's end-
of-the-year income as a percentage of the net average production
worker's wage for the particular country) of fifteen families in
eight countries, Table 2, which uses these data to create rankings
for each family type by country; Table 3, which ranks target (vul-
nerable) families by country in accord with a consolidated score,
and also does as much for the contrast families, Table 4, which
looks in more detail at the role of social assistance in the income of

'The question arises 413 to whether a new analysis would show results very different from
those obtained with 1979 date kilt: analysis took several years,. While several of the countries
have made changes, such Changes have been at the margins, iiot in program urea. At the same
time the United States has curbed some unemployment benefits and eligibility levels fur AFDC
and food stamps, While nut certain, we would expect a new analysis would repeat our central
findings.

147
I 4



144

vulnerable families in all countries, Chart B, which summarizes
the programs available to these families in the different countries.

While these tables only illustrate the types of data available,
they will clarify for the reader the pattern of analysis behind some
of the relevant conclusions briefly summarized herein:

I. The differences in generosity rankings among countries (Table
3) are not random. The three countries which have set out with ex-
plicit policies to provide specific income underpinnings to vulnerable
families with children clearly have accomplished this. Sweden,
France, and the Federal Republic of Germany (West Germany),
each with its own rationale, have targeted the vulnerable and have
accomplished their objectives. They lead in generosity. The coun-
tries appe^x in the tables in order of per capita income (per capita
GNP); while this factor is not unimportant, the generosity scores
show that policy at times shifts priorities. The consistency in status
of the vulnerable and contrast families in some places (France, for
example) and the very different rankings in others (Sweden) reflect
very different attitudes towards redistribution in support of family
benefits.

These ranking dif...trences mean real consumption to real fami-
lies. For example, Table 1 should be interpreted as follows. a single
mother, not in the labor force and rearing two young children
(Family la) receives through various transfer payments in the
course of the year 93.8 percent of the net after-tax average produc-
tion worker's wage in Sweden, 78.6 percent in France, and 67.3 per-
cent in Germany. The same type of family receives half or slightly
over half that level of the Swedish level of support in the four
countries perpetuating some of the earlier poor law traditions:
Canada, the United Kingdom, Australia, and Israel. New York is
also in this group. Pennsylvania follows at 44 percent. Alabama
and Tennessee, not shown in the table, have scores of 31.4 and 33.1.

About two-thirds to three-quarters of American states are less
generous, relatively, to this family type than all cot 'Aries in the
research although the United States is one of the wealthiest coun-
tries in the group.

2. Income maintenance generosity raises the consumption floor for
vulnerable families significantly and modifies the degree of differ
ence between the resources of vulnerable and contrast families. How
ever, the relative rankings of families within countries are not sig
nificantly changed.There are some few exceptions, but in gener-
al, several conclusions may be drawn:

Despite the generous benefits which some countries provide,
families without children arc and remain better off than those
with children. Transfer payments do not match the costs of
raising a child.

It continues to pay to work and work is assumed for almost
everyone, everywhere. The presence of an employed wage
earner in a family usually far outweighs all possible benefit ad-
vantages.

Two-earner families have a dramatic income advantage de-
spite the tax and income support system. Indeed in most places
the two-parent, two-child family with one average earner is
seen as vulnerable and aided through children allowances.
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(Since we have no such supports in the United States, the typi-
cal, traditional family ranks very poorly comparatively).

The study defy:Lied large families as those with two parents, a
working father with an average wage, and four or more chil-
dren. As seen in Table 2, the countries high in the generosity
rankings are France, Sweden, and Germany, in that order, fol-
lowed by the United Kingdom and Israel; these are countries
where the issue of child poverty is constantly &cussed public-
ly. The United States is at the bottom of this ranking, joined
only by Australia, a country which employs income testing for
all transfers, even what we know as social insurance. In the
low-ranking countries total family income for the six member
family is barely above that for the four-member, two-parent,
average-salary family, despite transfers. The three lead coun-
tries, by contrast, boost the four-child family income signifi-
cantly, even though on a per capita basis, within their own
country, the family's relative status remains. The four-child
family with a working parent is better off, relatively, within its
own country than the single mother and her children, who are
dependent completely on the income maintenance system or
than all the families with unemployed heads. However, the
single mother who is in the labor force, although a low earner,
achieves a higher standard for her family than does the two-
child two-parent family with an average earner, if her income
supplemented by allowances and assistance, as specified below.

3. The major policy instruments which produce these results are
generally shared by countries but there are important variations
which account for some of the country generosity ranking differ-
ences. Other differences reflect benefit levels, not availability of
programs per se. The most significant programs for families are
child or family allowances (but not in the United States), unem-
ployment benefits, and tax policies (see Chart B). As summarized in
our final report:

There are some programs which are unique to individual
countries or particularly important in some countries and
not in others. Among the unique programs are child sup-
port (advance maintenance) in three countries and food
stamps in the U.S. Maternity or parental benefits are
available everywhere but Australia and the U.S. Four
countries have [entitlement] housing allowances, two have
refundable tax credits.

4. Especially dramatic is the way in which public (social) assist-
ance as a policy device varies in significance and in the extent to
which it is of use across the countries. The United States relies
heavily on public assistance and food stamps for lack of having
adopted useful alternatives.

It should be noted that public assistance programs in most coun-
tries are converging on the supplementary benefit pattern, much
like SSI in the United States. Nationally run or directed, the pro-
grams are characterized by moderate and standardi -ed asset tests,
national eligibility standards objectively set, and fewer elements of
stigma than in the past. Usually, the supplementary benefit for the
aged whose social insurance benefits (pensions or unemployment
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insurance) are inadequate is in the same program as that for single
mothers and children (our AFDC) and for two-parent, low-earner
families. England has a separate Family Income Supplement (FIS)
to cover low-earner families. In some countries (e.g. Germany) the
unemployed who have exhausted unemployment insurance benefits
become recipients of a special unemployment assistance, that is
income-tested and at a somewhat lower benefit level than unem-
ployment insurance, but standardized.

In addition to this, some places have retained or reestablished
the locally administered, highly discretionary, assistance programs
of the past, integrated with a social service component, to cope
with emergencies, special circumstances, transitions, and program
gaps. These are small programs of limited duration.

Public assistance ("welfare") coverage rates are nowhere nearly
as high as in the United States and England. (England uses its as-
sistance programs to cover the long-term unemployed, a large
group, as well as the aged who need supplementation, single moth-
ers and their children, and single adults unable to "make it" in the
labor market).

Nonetheless, each of the countries except France uses some form
of public assistance on a significant scale. France substitutes a rich
package of family allowances, both income-tested and non-income
tested. What is significant here is that the United States, Canada,
and Israel employ public assistance in the largest variety of situa-
tions of need while Sweden, France, and Germany do so in the
fewest. The difference is dramatic. The latter countries have adopt-
ed alternatives (see below) and also are the most generous to vul-
nerable families. Some families which do receive public assistance
in such countries as Sweden (the at-home sole mother) are not
large groups in the population and the aid is brief.

5. Countries minimize the use of public assistance by a combina-
tion of labor market policies (work training or school, with sti-
pends) and a variety of other income substitutes and income supple
mentation devices. Especially important are family (child) allow-
ances, housing allowances, government child support guarantees
and, as indicated, unemployment assistance.

Central to these strategies are the income supplementation pro-
grams which do not remove work incentives; the universal child or
family allowances which are paid at all income levels and the hous-
ing allowances which are income-tested but available at a relative-
ly high income level and not stigmatized.5 The idea is to retain in-
centives to work in the knowledge that earnings will not affect
access to these essential supplements which make the difference
between managing and poverty.

Child and family allowances are the most important of these pro-
grams. They are universal. France also adds an income-tested un-
stigmatized flat-rate family income supplement, pitched rather
high, to cover those with three or more children or one child under
age 3. The United States is the only major country in the world

Typically a meanstested program requires full disclosure of all income and assets and re
quires the cashing out of all ur most assets before there is eligibility for aid. The applicant usu
ally is subject to thorough and ongoing investigation and 4.hetking The ini.urne tested program
declares eligibility for all those below a spetined 4.urrent ini.ume level, ignores assets, and allows
verification through tax returns, salary slips, or similar simple means.
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which does not offer any family (children) allowances, other coun-
tries recognize the fact that wages are unrelated to family obliga-
tions and that the entire society has a stake in the living standards
of the next generation.

Income-tested housing allowance entitlements in Germany,
France, Sweden, and the United Kingdom reflect the understand-
ing that housing-market dynamics result in rental or price levels
beyond the capacity of average earners. These programs are objec-
tive, simple, and without stigma. In Sweden and France in particu-
lar the combined child allowances and housing allowances add sig-
nificantly to income. For a single working mother with two chil-
dren in Sweden the combined supplement is equal to over 20 per-
cent of the average production worker's net wage; it is equal to
one-third that wage in France. For the four-child, single-earner
family the additions are 56 percent of the net average wage in
Sweden and 67 percent in France.

The child support programs, most generous in Sweden among the
countries studied, provide an unstigmatized, reliable public guaran-
tee if there has been a court award but the absent parent does not
pay. In some countries the program is at the welfare level and not
much more detached from the welfare machinery than in the
United States. In others, benefits are higher than social assistance
and families are made truly better off.

These, then, were some central findings.

USING THE TAX SYSTEM

As indicated earlier, it is now generally understood that in addi-
tion to its role in collecting money to meet government commit-
ments, the tax system is a vehicle for explicit and implicit public
policy. In the research here summarized, we found the following.

1. The United States and Canada employ the tax system to pay
direct transfers to low income families. These are refundable tax
credits, returning cash if the indebtedness is below the entitlement.
(A U.S. family may receive advance payment if it files with the em-
ployer). The U.S. Earned Income Tax Credit (EITC) program was
enacted in 1975 at the time of a general tax cut and was intended
to offset fur certain low-income workers the increased social securi-
ty payroll t...x burden. Four of the family types in the research
(single mothers in the labor force,6 intermittent workers in two-
paient families, and people in training programs receiving taxable
stipends) proved eligibile for the credit and it constituted between
3.6 to 6.3 percent of total family incomes in New York and between
4.7 to 7.3 percent of the lower family incomes in Pennsylvania.
While these are small amounts they are significant income compo-
nents, in a sense these are an alternative to family allowances for
a limited number of low income families even though not designed
as such.

The somewhat different Canadian tax credit is specifically in-
tended as a supplement to family allowances targeted at low-
income families. (Ontario has its own modest supplementary re-
fundable tax credit that, unlike the Canadian benefit or the U.S.

'Receiving or not receiving chili; support payments.
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EITC, is not limited to families with children. It is intended to
offset housing, sales tax and other costs faced by low-income tax-
payers.) We found all our family types to be eligiblb in Canada and
total payment levels were not unlike those in the United States.

2. To deal with costs and "efficiency" arguments, several of the
countries tax universal benefits, especially unemployment insur-
ance, as part of regular income (Australia, Canada, France,
Sweden, The United States). Germany does not tax the benefit nor
does Israel which, however, deducts social security contribution (a
common practice in several countries). The United States taxation
of unemployment benefits had a threshold of $25,000 for couples
and $20,000 for individuals until 1981 when the thresholds were re-
duced to $18,000 and $12,000. In short the taxation did not affect
the families in the research. In 1984 the principle of taxing univer-
sal benefits moved a step forward in the United States with tax-
ation of a portion of the social security benefit attributable to the
employer contribution, this taxation affects only retirees at a rela-
tively high income level. Canada has taxed child allowance since
1972.

3. Several of the countries have refinanced or upgraded their
children's or family allowances by eliminating tax exemption for
children in the personal income tax. This was done on the premise
that such exemptions are of major significance to those with the
highest marginal tax rates. A straight allowance or a tax credit
targets low income families. Germany created its child benefit pro-
gram in 1975, replacing both a general child tax exemption (special
exemptions for handicapped children and others remain) and a lim-
ited family allowance program. The United Kingdom took similar
steps in 1977. Israel went even further in 1975, both abolishing
child tax exemptions and integrating the new child allowance more
fully itto the tax system. The child allowance is a universal demo-
grant at a fixed level and indexed. For families below the tax
threshold it is a direct transfer, while for those with income above
the tax threshold it becomes a tax credit.

The Israeli family allowance has yet another conceptual innova-
tion. it is calibrated to meet the costs of rearing a child at the pov-
erty level, making it unnecessary to provide for children in the
budgets of social insurance or assistance programs. (Thus far, be-
cause of economic problems, this principle has not yet been imple-
mented for first and second children).

4. Two countries, the U.S. and Germany, help families meet child
care costs (in the U.S. the legislation applies to all dependent care)
through a child care tax credit but both the taxpayer and spouse
if marriedmust be employed or looking for work. As in the case
of all tax credits, except the E.I.T.C., such provision is of little use
to the very poor but is helpful to some low earners as a supple-
ment.

5. The British deliver some of their housing allowances not as
cash but by offering rent rebates (for tenant:.,) and real estate tax
rebates for owners.

6. There remain instances in which the tax and transfer systems
run on quite separate tracks and are not at all integrated. Thus,
there have been a series of recent U.S. reports documenting the in-
creased tax burdens on the lowest quintile of the income distribu-
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tion during the last twenty years. This has resulted from. inflation
("bracket creep"), federal, state, and local income tax policies, and,
especially, the growing importance of and increases in payroll
taxes. At the same time, transfer payment levels have had to be
increased to help these overtaxed poor people. At the time of our
research, those income-tested benefits in France which favored
families with children and low-income people were offset by a per-
sonal income tax system which favored high-income families. Re-
distributional impact was thus minimal. In Germany, the working
single mother had so heavy a burden from combined personal
income taxes and social security payroll deductions as to almost
undo positive transfers and minimize work incentives. This effect
was not visible before the research.

FOR THE UNITED STATES DISCUSSION

While one is stimulated in many ways by exposure to the com-
parative material and the historical perspective, a few points
remain outstanding and b -ig in any review of U.S. options.

First, among the progras which make a difference, family
(child) allowances are central. Made universal, taxable, and refund-
able, they would do much for the working poor in particular and
for low income families with children generally. Individual exemp-
tions in our tax system have recently been mentioned as needing to
be increased because they have long lagged behind inflation. Seri-
ous discussion liberated from some political considerations would
consider the alternative route of turning child tax exemptions into
refundable ',ax credits. One can think of no more strategic welfare
reform. It is difficult to justify the failure only in the U.S. among
major countries to employ some form of child allowance.

On the basic policy level, we need to reconsider income supple-
mentation as strategy. The countries that make the least use of
public assistance and most successfully encourage low earners, in-
cluding single mothers, who are low earners, tc 'nter or to remain
in the work force are those that help the working poor (and those
not yet in the labor force) with universal benefits such as family or
child allowances, or with income-tested and non-stigmatized entitle-
ments such as housing allowances, the French family income sup-
plement, and advance maintenance child support programs. The
U.S. AFDC and food stamp policies have moved away from income
supplementation over the past four years, following a theory that
one is either unavoidably dependent or should be compeletely self-
sustaining. We are running contrary to societal learning.

Income supplementation may minimize the stigmatized public as
sistance status which intereferes with mainstreaming. It also does
much for the level of living. Dramatic results are shown in our re-
search for working single mothers in New York. Assisted by AFDC
supplementation (before the 1981 Omnibus Budget Reconciliation
Act changes), and by food stamps, as well as the Earned Income
Tax Credit, they were able to sustain their children at a level that
was relatively respectable in the international comparison. Few
U.S. families among the vulnerable compared so favorably.

One aspect of the above needs emphasis. Humane, generous, pro-
gressive countries have recognized that some programs may be too
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costly when universal. They have therefore successfully developed
income testing without stigma. Our student loan programs are an
example: one is eligible if family income is below a specified level.
There is no detailed study of means, no demand for divestiture of
assets. Housing allowances, family income supplements and other
programs have developed in several countries on this basis and
havealong with family allowancesbecome the core of income
supplementation strategies.

The alternative and related approach to controlling costs and
achieving a level of economic efficiency is to tax universal benefits.
We have begun with unemployment insurance and social security
payments above a high ceiling. Some countries have gone further
but the picture is mixed. The rationale of those favoring taxing uni-
versal benefits would appear to be straightforward: all of current
income should be taxed if it has not previously been taxedand a
fair system taxes all income.

We have not found encouragement for a search for one, compre-
hensive, income maintenance reform (a new philosopher's stone to
replace the defeated "negative income tax"). Countries seem to do
better with a diversity of instruments, packaged to give each popu-
lation category a targeted "menu", responsive to social objectives.

A final point needs to be made, however briefly. Obviously,
wealthy countries generally do more than poor countries but there
are important exceptions. Countries do follow different priority sys-
tems. Nor is there any evidence that generous countries hurt their
economies, increase their birth rates, undermine their fan.ily struc-
tures, or destroy the work ethic. What they do achieve is some im-
provement in the support of their vulnerable citizens, thus offering
better developmental opportunity to their current and next genera-
tions. This is not an uninteresting objective.

CHART A.FAMILY TYPES

Family la ..... Sole parent, not in at Iota, two children, aged two and seven. These ages apply to all children, except

in Family 6, where there are two additional children aged three and five.)

Family 2a Sole parent, separated; employed at half an average wage, two children,

Family 2b ...... Same as Fam4 2a but father contributes amount equal to double the amount paid to child allowance Ice
one child, one year (twice AFDC allowance in the U.S.)

Family 3a.. ........ , Two parents; one earner A average wage; two children.

Family 3b. Same as Family 3a, but earner works irregularly at half an average wage,

Family 4a Two parents; one unemployed earner; two children.

Family 4b Same as Family 4a, but earner is on a work.training program.

Family 4c. Same as Family 4a, but earner is unemployed for 13 months.

Family 5a Two parents, two earners, one A average wage and the other at half an average wage, two children.

Family 5b ....... Same a Family 5a, but one parent earns an average wage and the other twice the average wage.
Family 5c.. ....... Same as Family 5a, but one parent is unemployed.

Family 6 Two parents; one earner A average wage; four children.

Family 7a ...... A married couple; one earner at average wage; no children,

Family lb Two parents, two earners, one at average wage, the other at three-quarters of an average wage, mother

home on maternity leave; infant born.

Family 7c_ ... Same as Family 7a, except husband unemployed and wife earning an average wage,
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CHART B.-"CORE" INCOME TRANSFER PROGRAMS, BY COUNTRY
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TABLE 1.-INTERCOUNTRY COMPARISONS. GENEROSITY TO Dor ERENT FAMILY TYPES AS COMPARED WITH NIT INCOME OF AVERAGE UNMARRIED PRODUCTION WORKER

[ARM] '

Ccuntnes
far* types

1i 2a 2b 3a 3b 41 46 4c 53 50 5c 6 la it 7c

Sweden 93 8 123 1 123,1 1311 122 6 121 2 124 2 116 5 170.0 258 1 163 0 164 1 103 4 155 0 190.7
673 709 763 119 7 875 890 990 81,2 167,1 275 2 1410 1480 110 0 149.1 174.0

United States.New York. ... . . 54 9 100 8 100 8 III 8 92,2 700 77.0 656 155 8 260 3 130 2 116 4 107,0 116 8 133.5
United States-Pennsylvania . .. 44 0 69 2 75 3 109 6 72 9 67 2 64 5 53 9 156 8 271.9 132 0 113 0 106 2 107.9 146.4

786 87.8 103.4 136 9 930 101 1 104,5 112.7 180 8 310 3 1805 172 6 107.9 151 5 179.9
Canada 52.5 75 9 75 5 114 2 73 0 76.8 76 3 55 8 165.0 289.1 141.9 123 5 104 9 121 5 154,1
Australia,,.,.. 500 788 82.1 107.2 79.7 643 81.4 643 155.9 269.8 107 2 113 7 102.6 104 0 102.6
United Kingdorn.......... ....... . 517 830 91.6 120 4 809 741 105.4 653 177.3 324.3 153 9 131 6 109 2 134 5 151.0
Israel 500 71.5 80.1 112 9 864 679 70.1 549 171,5 286 8 126 5 132 4 104 3 124 8 123 6

Net APsytti--100 Countries are kved rn an ut asetage income rpm 4,04 GNP,, grit, in 1379 ranged from 511.920 la Sweden and $10,820 tot United States to $6,340 to Witted lUniOsra and $4,110 la Israel

TABLE 2.- INTERCOUNTRY COMPARISONS. GENERUSITY TO DIFFERENT FAMILY TYPES AS COMPARE) WITH NET INGE& Of AVERAGE UNMARRIED PRODUCTION WORKER

(RANKINGS) '

Ccuntrres
Indy types

la 2a 2b 3a 36 41 4b 4c 5a 5b 5c 6 la it lc

10 1.0 10 20 10 10 10 1,0 4 9 20 20 85 1 1Gey _ ...... .. ...... . 30 75 7.0 35 40 30 4.0 30 5 5 45 30 15 3 3
Un States-New York 40 2.0 30 70 30 60 65 45 8 8 70 70 45 7 7

Ulu ed.States- Pennsvtyania.. 90 90 85 80 85 75 9.0 90 8 6 60 85 45 8 6
Fra 20 3.0 2.0 10 20 20 25 2.0 1 2 10 10 30 2 2

Ca 50 60 85 50 85 40 6.5 75 6 3 45 60 65 6 4

A 75 5.0 50 90 70 90 50 60 8 7 90 85 85 9 9
Uni Ind= 6.0 40 4.0 35 60 50 25 45 2 1 30 45 15 4 5

.......Israk ..... 7.5 75 60 60 50 7.5 80 75 3 4 '0 45 65 5 8

anks defined as tes unts4 the ratios (annual income as percent of net W1V) dJfer by 1 percent
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TABLE 3.THE AVERAGE GENEROSITY RANKS OF TARGET FAMILIES ' AND CONTRAST FAMILIES 2 IN

EIGHT COUNTRIES

Country

Ranks

Target families
Contrast

Sweden

Germany.

United States-New York.

United States-Pennsylvania

France.. .............

Canada

Australia

8

3 3

5

9 6

2 2

6 5

8 9

4 1

7 4

Famile$ mcrocie b. N. 2b, 3c 3b, 4c 4b, 4t, 6 (see Net A)
2 Fan bes mob& 5c 56, 7a (see Chart A)

TABLE 4.INTER-COUNTRY COMPARISONS. SOCIAL ASSISTANCE AS A PERCENT OF FAMILY INCOME

Country la 2a 2b 3b 4a 4b 4c 6

Number
of family

TYtes
'me m/

Sweden..,

Germany, .. . .

United States-New York

United States - Pennsylvania

Canada, . ....... .

Australia . ....
United Kingdom_ . . ....

361

(1) ..
79 5

77.6

2 52 4 ..
840
90 8

82 9

.

...

28 5

69
. ..

41

23 5

. .

141

008
20 2

227
6 7

22.5

.

10

26 8

.. ..

. - .
375
256

45

28 5

112

...

716

78 9

88
808.

82.8 .

84 4 ..

40

_ .
,

.

. ,

4

1

7

4

3

5

3

2

4

Number of iunsdictrces offering ' 8 4 3 5 4 1 7 1 33

Gem" Tnrs fare), receives unenrcloyrnent insurance
France- tone.parert allowance (techn,cally. a Troy arowarce)
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THE INCIDENCE OF A VALUE-ADDED TAX ON THE FAMILY

James M. Bickley*

ABSTRACT

A value-added tax (VAT), like most taxes on consumer expendi-
tures, would be regressive since lower income families spend a
higher percentage of their incomes than higher income families. In
this report, the tax incidence of VATs with different tax bases is
measured by both family income quintile and family composition.

I. INTRODUCTION

The large unified budget deficits forecast for fiscal year 1986 and
future fiscal years have raised congressional concern about their
possibly harmful macroeconomic effects. Consequently, a value-
added tax (VAT) at the Federal level has been proposed as a major
revenue source which would reduce projected deficits.

This report examines the incidence of a value-added tax on the
family unit and explains possible policies to change this incidence.
The incidence of any tax concerns who ultimately bears the bur den
of that tax. The concept of a value-added tax is explained briefly
below before the incidence of a VAT is examined.

A. CONCEPT OF A VALUE-ADDED TAX

The value added by a firm is the difference between a firm's
sales and a firm's purchases from all other firms. A value-added
tax would be levied at all levels of production as some percentage
of each firm's value added.'

The cumulative effect of a value-added tax levied at each stage of
production would have the same incidence as a national sales tax.
Hence, a consumption VAT of a given percentage is assumed to
raise the prices of taxed goods and services by the same percentage.
Policy makers and professional economists use the operating as-
sumption that a VAT is fully shifted onto final consumers.

B. HORIZONTAL EQUITY, VERTICAL EQUITY, AND REGRESSIVITY

Two equity considerations concerning any tax are horizontal
equity and vertical equity. Horizontal equity concerns the equal
treatment of equals. For this report, horizontal equity exists if fam-
ilies with the same incomes pay the same percentage of their in-
comes in value-added taxes. Vertical equity concerns the tax treat-

'Analyst in Public Finance, Economics Division Congressional Research Service.
For an explanation of the different types of VAT's, see. Adv isoly Commission on Interguvern

mental Relations. Strengthening the Federal Revenue System. Iiiipl.ativris for State and Lot.al
Taxing and Burrowing. Washington, 1984. p. 69 71. &Hereafter referred to as ACIR, Strengthen
ing: Implications)
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ment of unequals. For this report, vertical equity relates to the per-
cent of family income paid in value-added taxes at different income
levels.

The most frequently used measure of ability-to-pay is income
measured in annual terms.2 Consequ,..,tly, this report uses annual
family income as a measure of ability-to-pay.

A value-added tax would be horizontally inequitable to the
extent that families with the same income levels paid different
amounts of taxes since they would have different levels of taxable
consumption .3

This report's analysis of the vertical equity of the VAT finds that
the VAT is regressive, that is, the percentage of income paid in
VAT declines as income rises. This report focuses on the zero
rating technique (selectively excluding items from VAT) to reduce
the regressivity of the VAT. Also the VAT's incidence on families
with different compositions is analyzed with different items zero
rated.

C. METHODS OF REDUCING REGRESSIVITY

The best distributional or vertical equity of a particular tax is a
value judgment, but many people may be concerned about the
regressivity of the VAT. Three methods that can be used are
income tax credits, the partial linkage of revenues to social spend-
ing, and zero rating.4

1. Income Tax Credit. An income tax credit applied against a
family's Federal income tax liability could reduce VAT's regressi-
vity. At the State level, two types of income tax credits are applied
for State sales taxes. Either type could be used to allow a credit for
VAT paid against a Federal income tax liability. First, a flat
income tax credit, which would equal some set dollar amount,
could be credited against a Federal income tax liability. Second, a
declining tax credit, which would decrease in size as adjusted gross
income rose, could be applied against a Federal income tax liabil
ity. For a given revenue loss, a declining tax credit could reduce
the regressivity of a Federal VAT more than a flat income tax
credit, since higher income families would benefit less from a de-
clining tax credit. Also, an income tax credit could adjust the inci-
dence of a VAT for family size by varying the amount of the total
credit based on family size.

The primary disadvantage of this income tax credit procedure is
that many lower income families may not file to receive a tax
rebate. These families may be ignorant of their opportunities to
obtain a tax rebate or hesitant to provide tax authorities with in
formation about their financial affairs.

For ad analysis of the use uf income ur consumption to measure ability 'u-pay bee. MUb'
grave, Richard A., and Peggy B. Musgrave. Public Finance m Theory and Practice. New York,
McGrawill, 1984. p. 227-244.

' If consumption, Instead of income, is used to measure ability to -pay, then a comprehensive
VAT would be horizontally equitable.

4 These same methods also apply to the reduct. Jr& of the regressivity of a national sales tux.
The application of these methods to a national sales tax is explained in. U.S. Library uf Con
gress. Congressional Research Service. National Sales Tax. Selected Policy Issues, by James M.
Bickley. Report no. 84-141 E. Washington, 1984. p. 32-35.
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2. Partial Linkage of Revenue to Social Spending. A set amount
or percentage of the revenue from a Federal VAT could be set
aside to either increase, or pr. event reductions in, social spending
benefiting lower income families. For example, funding of Aid to
Families with Dependent Children (AFDC) and Medicaid could be
increased. Thus, lower income families, on the average, could re-
ceive more in additional public services and cash payments than
they pay in value-added taxes.

This method of partially linking revenue to social spending has
two limitations. First, the effectiveness of many social programs is
disputed; consequently, poor families may receive benefits that are
equal to only a fraction of a welfare program's total outlays.
Second, many low income families do not benefit from welfare pro-
grams because they either do not qualify or are unaware of their
opportunity to apply.

3. Zero Rating.The regressivity of a value-added tax can be re-
duced by zero rating selective goods and services that account for a
greater percentage of the incomes of lower income families than
higher income families. Zero rating completely excludes a good (or
service) from the value-added tax. Consequently, a zero-rated good
or service does not change in price. A seller pays no VAT on a
zero-rated good or service and receives a tax credit on any inputs
used to produce that good or service.5 Zero rating an item, such as
food, ''or a Federal VAT would be analogous to a State exempting
food from its sales tax.

D. DATA BASE

The recently-released results of the 1980-81 Consumer Expendi-
ture Survey (CES) may be used to measure the incidence of VAT.
Residents of approximately 5,000 housing units were interviewed
about their recent consumer expenditures. The results of the CES
include data on consumption patterns by both income quintile and
family composition.

II. OVERVIEW OF DATA BASE

A. DATA DESCRIPTION

The primary purpose of the 1980-81 Consumer Expenditure
Survey, conducted by the Bureau of Labor Statistics (BLS), was "to
obtain a continuous flow of information on the buying habits of
American consumers . . ." 6 One use of this BLS consumer survey
is to make future revisions in the consumer price index. The con-
sumer survey has an interview component and a diary component.
Since only limited data from the diary component have been pub-
lished, this report relied solely on the results of the interview com-

This report makes the to.hnital chstamtiun between zero rating and exemption for a VAT,
but many tax authorities define exemption its meaning totally extluding a guud from a VAT Wt
the equivalence of zero ratinw. Tethnitally, the sale of an exempt good is not taxable, but the
seller receives no credit 4,4 VAT paid un inputs needed to produce that good. Fur a tet.hnital
discussion of the difference between zero rating and exemption see. U.S. Treasury. Tax Reform
fur Fewness, Simplitity, and Ecunurnit tlrowth. Volume 3, Value-Added Tax. Washington, No-
vember 1984. p. 39-42.

U.S. Department of Labor. Bureau of Labor Statistics. Consume: Expenditure Survey. Re-
sults from the 1980-81 Interview. Washington, December 19,1984. p. 2.
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ponent. Residents in approximately 5,000 housing units from 85
urban areas were interviewed each quarter. Respondents were
questioned on expenditures made during the previous 3 months'

The BLS has specific definitions for many terms used in its Con-
sumer Expenditure Survey. These terms and their definitions are.

Consumer Unit.A single person or group of persons in a sample
household related by blood, marriage, adoption or other legal ar-
rangement, or who share responsibility for at least two out of three
major types of expensesfood, housing, and other expenses. The
term households is used for convenience.

Householder or Reference Person.The first member mentioned
by the respondent when asked to "Start with the name of the
person or one of the persons who owns or rents the home." It is
with respect to this person that the relationship of other consumer
unit members is determined.

Total Expenditures.The transaction cost, including excise and
sales taxes, of goods and services acquired during the interview
period. Estimates include expenditures for gifts and contributions,
and payments for pensions and personal insurance.

Complete Income Reporters.In general, a consumer unit who
provided values for at least one of the major sources of its income,
such as wages and salaries, self-employment income, and social se-
curity income. Even complete income reporters may not have pro-
vided a full accounting of all sources.

Quintiles of Income Before Taxes.Complete income reporters
are ranked in ascending order of income value and divided into five
equal groups.

Urban Population.All persons living in Standard Metropolitan
Statistical Areas plus urbanized areas and urban places of 2,500 or
more persons outside of SMSAs.8

B. DATA

This CRS report concerns the incidence of a VAT on the family
unit. Hence, for the purposes of this report, a consumer unit is con-
sidered the same as a family unit. Data in table 1 describe charac-
teristics of consumer (family) units by quintiles of income before
taxes. Also, table 1 shows total expenditures on specific items in
dollar terms by quintiles of income before taxes. In table 2, the
dollar expenditures data from table 1 are converted into expendi-
tures as a percentage of income.

TABLE 1.AVERAGE ANNUAL EXPENDITURES OF URBAN CONSUMER UNITS CLASSIFIED BY

QUINTILES OF INCOME BEFORE TAXES, INTERVIEW SURVEY, 1980-81

Item

Complete itooft.ng of income

thihed
0,11,1,tite tenest 20 Seed 20 Ruth 20 ID
reix,",i,1 went percent percent mem

Number of CIEs thousands) 57.337 11,426 11.480 11.456 11.415 11,501

Consumer unit cbatacterisfrcs

Income before taxes. . $19.989 53,413 59.791 $16.809 525.128 544.616

7 Ibid.
BLS, Consumer Survey: Results 1980-81, p 3.
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TABLE 1. -AVERAGE ANNUAL EXPENDITURES OF URBAN CONSUMER UNITS CLASSIFIED BY

QUINTILES OF INCOME BEFORE TAXES, INTERVIEW ',URVEY, 1980-81-Contnued

Item

Complete reportIng of encane

irdli
comcomplete
reporting

lowest 20lowest
percent

Secc"d
2

percent

Peed 20
percent

Fairtli 20
percent

Ilhest
0

percent

Site of consumer unit 2 7 1 8 2.3 2,7 3 2 3.4
Age of householder.. ..... ... ..... ... 45 3 51.8 46 4 42.3 41.4 44.6

Number in consumer unit:

Earners 1.4 0.6 1.0 1.5 1.8 2.2
Vehicles 19 0.7 1.4 1.9 2,4 2.9
Children under 18 08 0.4 06 0.8 1.0 1.0
Persons 65 and over .... .. 0 3 0.5 04 0.2 0.1 0,1

Percent homeowner (percent) . ...... ,. ..... . . 60 36 46 57 74 88
Total expenditures $17,301 $7,852 $11,570 $15,736 $20,714 $30,563

food 3,201 1,820 2,452 3,028 3,737 4,959
284 129 221 281 329 460

Housing 5,016 2,682 3,605 4,448 5,810 8,516
Sheller 2,797 1,526 2,002 2,457 3,233 4,757

1,627 501 727 1,180 2,154 3,564
Rented dwellings 933 926 1,173 1,130 826 610
Other lodging 237 99 102 147 253 584

Fuels, utilities, and public services 1,246 139 995 1,210 1,466 1,814
Household operations. 257 155 211 165 250 500
House furnishings and equipment__ ..... ... 716 261 398 616 860 1,445

Apparel and services 941 396 569 810 1,075 1,851
Transportation . 3,486 1,251 2,278 3.377 4,461 6,050

Vehicles 1,174 379 697 1,078 1,593 2,117
Gasoline and motor al 1,197 453 857 1,235 1,543 1,893
Other vehicle expenses 897 291 568 883 1,145 1,594
Public transco.talkon . .. 218 128 156 181 179 446

Health care 729 476 595 700 807 1,066
Entertainment.. 768 263 440 679 916 1,535
Personal care 156 77 III 139 178 272
Reading....... ............ . ,..., .. 117 55 77 110 139 206

214 170 84 116 200 498
Tobacco ..... _ . ... 178 101 164 191 215 217
Miscellaneous ... . - - 250 100 141 232 293 482
Cash contributions 527 161 273 429 562 1,209
Personal insurance and pensions. 1.434 170 559 1,195 1,993 3.241

Source US. kurtment of Latce Bureau ot 'oboe Statistics. :mum Expenditure survey ResuU Irom Me 195)-Se idtervew illagegtemi
19/14 0 4

TABLE 2.- CONSUMER EXPENDITUR0, AS PERCENT OF URBAN FAMILY INCOME, BEFORE TAXES.

INTERVIEW SURVEY, 1980-81

Item

Wee teportn el mom

Total
complete
report,g

lowest 20
percentpapercent

Second
20 Third 20

percent
Fourth 20
percent

H'f'61
0

percent

Income before taxes (dollars in thousands) . , $19.989 $3,473 $9,791 $16,809 $25,128 $44,616
Total expenditures (as percent of income) .... 866 226,1 118.2 93.6 82.4 68,5

Food 160 524 250 180 149 11.1

Akaholic beverages, ........... 14 3.7 2.3 1.7 13 10
Housing 251 772 368 265 23.1 19,1

Shelter 14 0 43 9 20.4 14 6 12.9 10,7
Owned dwellings . _ , .. . , 8.1 14,4 7.4 7.0 8 6 8 0
Rented dwellings, 4.7 26.7 12.0 67 33 14
Other lodging_______ .. , ., 12 2.9 1.0 9 1.0 1.3

Fuels, ,lilies, and public services. 6 2 21.3 10 2 7.2 5 8 4.1

Household operations ... ...... ...., .. .... 13 4,5 2.2 10 10 1.1
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TABLE 2.-CONSUMER EXPENDITURES, AS PERCENT OF URBAN FAMILY INCOME, BEFORE TAXES.

INTERVIEW SURVEY, 1980-81-Continued

Item

Complete repatmg o1 came

Total Second gibes%toast 20 Thad 20 feeuth 20
:omelet 20 0

Dement percent
reportmg

percent Pe;cant percent

House furnishings and equipment...., .. 36 7.5 4.1 3 7 3.4 3 2

Apparel and seivicts...,. ...... .. ., ... ... .. . 4 7 11.4 5 8 4 8 4.3 4.1

Transportation... ............ .......... 17 4 36.0 233 20,1 17.8 13 6 4

Vehicles 59 20.1 7.1 6 4 6 3 4 7

Gasoline and motor oil....... ......, . . 60 130 88 73 61 42
Other vehicles expenses 4 5 8.4 58 5 3 4.6 3 6

Public tranpodation .... ....... 1.1 3 7 1.6 1.8 .7 1.0

Health are ....... , 3 6 13 7 6.1 4 2 3 2 2.4
4,

Entertainment..... ..... ..... 3 8 7 6 4 5 4 0 3 6 3.4

Personal care ..... ..... .... . 8 2.2 11 8 7 .6

Reading...L.._ ..... ..... 6 1.6 8 .7 6 5

Education 1.1 4.9 9 .7 .8 1.1

Tobacco 9 2.9 17 1,1 9 5

Miscellaneous 13 2 9 14 1.4 12 1.1

Cash contributions ..,........ ... . ...... 2 6 4.6 2 8 2 6 2 2 2.1

Personal insurance and pensions ... 7 2 4 9 5 7 7.1 7.9 7.3

source as acuutions of percentages arc luxe uY J a Otputnrent ul otxx auledu ol ota :;l4t.slts v n tr i lgendltwe Sweet' Resuls
Iran the 193041 Intoner.. Washington. 1984 p 4

C. LIMITATIONS OF DATA

CES data should be interpreted with care. These data represent
averages, and, consequently, an expenditure or characteristic of a
particular consumer unit may differ substantially from the aver-
age.The level and composition of a consumer unit's expenditures

influencednfluenced by many factors in addition to income before taxes.
Some of these factors are size of family, age of fami' members,
taste patterns, and geographic location.°

In addition, these data are 2 to 4 years old, which reduces their
current applicability' ° Also, only urban consumer units are includ-
ed in the survey. Consumption patterns in smaller communities
and rural areas may differ significantly from urban areas. Further
more, the interview survey was designed to gather data on the
types of expenditures that respondents would be expected to recall
for a period of three months. Thus, some small and infrequently
purchased items, such as non prescription drugs and personal care
items, were not in the survey. But these items accounted for only
about 5 percent of total consumer outlays."

Finally, all survey research is subject to two types of errors.
First, non-sampling errors may result from inaccurate information
being recorded. For example, some respondents may be unable _r
unwilling to provide correct data. Second, the sample results may
not reflect averages for the entire population (all urban consumer
units).' 2

BLS, Consumer Survey: Results 1980-81, p. 3
The Advisory (')rnmissiun un Interguvernmemal Relativas ACHL 'yzed the (ewe...sin/U.5,

of the VAT using data frurn the 1972-73 Interview Survey 4,n Cureumer Expenditures whir./1
Was done by the Bureau of Labur Statistic. Fur the analysis of the AC1R, set. AC1R, Strength
ening: Implications, p. 84-86.

II BLS, Consumer Survey: Results 1980-81, p. 3.
1 ibid., p. 3.
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D. MEASUREMENT OF REGRESSIVITY

The expenditive percentages on line 2 in table 2 show that the
percentage of family income spent on consumption declines as
income rises. By implication, a VAT covering all family expendi-
tu"es would be regressive, that is, as family income rises the per-
centage of family income paid in VAT would del ine.

Two factors cause the regressivity of the VAT to be overstated by
the data in table 2. First, the degree of regressivity is greater be-
cause income and consumption are measured in annual terms. For
an average family, income tends to vary more from year to year
than consumption does. For example, during a period of unemploy-
ment of the primary wage earner, income drops sharply. But con-
sumption is likely to fall by a smaller percentage as a family at-
tempts to maintain its previous living standards by spending sav-
ings and borrowing funds.

Hence, if income and consumption were measured in a multiyear
period, then there would be less 3, ariation among families in the
percentage of income spent on comsumption and this measurement
would show a VAT to be less regressive.

Second, table 1 indicates that as income before taxes (second row
of figures) rises, the average size of the consumer uhit (third row of
figures) also rises. The average sizes of consumer unit by quintiles
of income before taxes starting with the lowest quintile are 1.8, 2.3,
2.7, 3.2, and 3.4 peroons, respectively. Since the comsumption
shown in tables 1 and 2 is not adjusted for differences in the size of
the consumer unit. the implied regressivity of the corresponding
VAT is overstated. But no standard procedure is available to adjust
income for the size of the consumer unit.

III. ZERO RATING: DISTRIBUTIONAL EFFECTS BY INCOME QUINTILE

Different tax bases for a value-added tax (or a national sales tax)
were examined to determine possible items that could be zero rated
on equity grounds." Selectively zero rating consumer items may
reduce the inequality among family income quintiles. Table 2
shows the distribution of consumption expenditures in percentage
terms for the income quintiles. Data form table 2 was used to cal-
culate the incidence of four hypothetical tax bases that were devel-
oped by zero rating different consumption items. This author used
his judgment to formulate these hypothetical VAT bases. Obvious-
ly, a policymaker would select one of these hypothetical VAT bases
or formulate another VAT base by zero rating some other combina-
tion of items.

In table 3, the distributional effects of a VAT on all consumer
expenditures and four hypothetical tax bases are shown. The VAT
indicated in column 2 is levied on all consumer expenditures. The

"For examples of proposed VATs or national sales taxes with comprehensive bases see.
McLure, Charles E, Value-Added Tax. Has the Time Com ^ In. Walker, Charles E., and Mark A.
Bloomfield, eds, New Directions in Federal Tax Policy f..,r the 1980s, Cambridges, Mass., Bal-
linger Publishing Co., 1983, p. 192, U.S. Treasury. Tax Reforms for Fairness Simplicity, and au-
nomic Growth. v 3, Value-Added Te.i. p. 85 87, and Advisory Commission on Intergovernmental
Relations, Strengthening the Federal Rev to System, ImRlications for State and Local Taxing
and Borrowing. p. 70; and Musgrave and knie,grave, Public Finance, p. 436-437.
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VAT base in column 3 only zero rates food. The VAT bases in col-
umns 4 through 6 successively zero rate additional items.

The distributional effects of a VAT, using each of these five
bases, can be compared if the tax rate for each VAT is adjusted so
that each hypothetical VAT yields the same revenue. In table 3, a
VAT rate of 5 percent was aL,sumed if all consumer expenditures
are subject to the VAT. The last row of column 2a shows that con-
sumer expenditures equal to 86.6 percent of the average income of
all family units would be subject to the value-added tax, and fami-
lies would pay an average of 4.3 percent of their incomes in value-
added taxes. Figures in columns 2b show that the percentage of
income paid in VAT taxes declines from a high of 11.3 percent of
income for families in the lowest quintile to 3.4 percent of income
for families in the highest quintile.

The last figure in column 3a indicates that a VAT with food zero
rated would be levied on consumer expenditures equalling 70.6 per-
cent of all familiy income. The VAT with food zero rated would re-
quire a 6.135 percent tax rate to yield the same revenue as a 5 per-
cent VAT on all consumer expenditures.

A comparison of figures in columns 2b and 3b indicates that zero
rating food reduces the regressivity of a VAT. But the only pro-
nounced change in the percentage of income paid in VAT occurs at
the lowest quintile. For this lowest quintile, the percent of family
income paid in VAT falls from 11.3 percent to 10.7 percent of
income if food is zero rated.

In column 4, this narrower VAT base zaro rates food, shelter
owned dwellings, shelter rented dwellings, and health care. Shelter
owned dwellings are housing units owned by the occupant, and
shelter rented dwellings are rental housing units. For this VAT
base, a tax rate of 7.990 percent would raise the same revenue as a
5 percent VAT on all consumer expenditures. The only pronounced
effect on the distribution of income occurs at the lowest quintile
For this quintile, VAT paid declines to 9.5 percent of income.

In column 5, zero rated items are increased by including the fol-
lowing additional items: fuel, utilities, public services, and tobacco
For this VAT base, a tax rate of 9.195 is levied to raise the same
revenue as a 5 percent VAT on all consumer expenditures. The
only substantial change in the distribution of income occurs for the
lowest quintile. For this quintile, the percentage of income paid in
VAT declines to 8.7 percent.
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TABLE 3.DISTRIBUTION EFFECT BY INCOME QUINTILES OF VALUE-ADDED TAXES WITH EQUAL REVENUE YIELDS BUT DIFFERENT TAX BASES

(Revenues equal to a 56acent VAT on 39 consumer expenditures ot 4 3 cowl 46 income)

1 Family MOM! cvntdes (complete reporting of income)

2VAT co art consume
expenclhoes (VAT rote 50)

3VAT co all constmer
expenditures except food (VAT

rate = 6135)

4 VAT on all onfoner
expenditures except food,

sbertertrimed Cerium s, shelter.
rented dweirrngs. and health
are (VAT rife 7990)

5VAT on as consume(
,eoZtures except items in

4 and fuels, utchtes,
public services, and tobacco

(VAT rate = 9195)

6 VAT on an consumer
expenditures except 4ems in

column 5 and pubic
tarp:ditto and educabon

(VAT ale . 9645)23 r 2b
3a r 3b

1a i 44 Sir so. 64 6t) 2

Lowest 20 percent

Second 20 Percent ...... -

Thud 20 percent ..... ........ , ........ ..........
Fourth 20 Percent

Highest 20 Percent
All family units (percent).

226,1

118 2

936
82.4

68 5
86.6

113
59
4.7

4,1

3.4
43

173.7
932
756
67 5
57,4
706

10,7

5,7
46
4.1

3 5
43

1189 95
677 5.4

577 46
52 4 42
456 36
542 43

947 8.7
55 8 51
494 45
457 42
41.0 38
47.1 43

86i 83
53 3 51
469 45
442 43
389 38
449 43

VAT base as cement c1 income
I VAT red as cement of mom

Source CRS calculattorts based on data in U5 Department of labor Naar, of labor Stro$143 Consumer Welton Survey Reutts Iran the 1970-81 Plemew W84,41gton, 1984 p 4, 9 cra
CAD
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Finally, if public transportation and education are added to pre-
viously zero rated items, a VAT rate of 9.645 percent is required to
raise the same revenue as a 5 percent VAT on all consumer ex-
penditures. The only pronounced change in the distribution of
income is for the lowest quintile which has a drop in its percentage
of income paid in VAT to 8.3 percent.

The figures in columns 2b and 6b allow a comparison between
the distributional effects of a VAT on all consumer expenditures
and a narrow based VAT that zero rates food, shelter owned dwell-
ings, shelter rented dwellings, health care, fuels, utilities, public
services, tobacco, public transportation, and education. For the
lowest quintile, the percent of income paid in VAT declines sub-
stantially from 11.3 percent to 8.3 percent. The second lowest quin-
tile has a reduction in VAT paid as a percentage of income from
5.9 percent to 5.1 percent. The declining tax incidence for these two
lowest quintiles significantly reduces the regressivity of the VAT.

The middle income quintile has a slight reduction in its VAT
paid as a percent of income from 4.7 percent to 4.5 percent. The
second highest quintile experiences a rise from 4.1 percent to 4.3
percent in the percentage of income paid in VAT. The highest
quintile has a rise in its percentage of income paid in VAT from
3.4 percent to 3.8 percent.

In conclusion, selectively zero rating items on equity grounds can
substantially reduce the burden of a VAT on the poor, but even a
narrow-based VAT has pronounced regressivity.

This zero rating procedure has two primary disadvantages. First,
^ero rating increases the administrative complexity of the VAT.
Second, zero rating alters the relative prices of goods and services
which causes distortions in family consumption decisions. As more
items are zero rated, the tax rate must be raised in order for the
VAT to yield a given amount of revenue.. But the higher the VAT
rate the greater the wedge of distortion between taxes and non-
taxed items. Hence, a tradeoff exists between reducing regressivity
and lessening economic distortions.

IV. ZERO RATING. DISTRIBUTIONAL EFFECTS ACCORDING TO FAMILY
COMPOSITION

Selectively zero rating items to alleviate the regressivity of a
VAT will also have distributional effects on families with different

111
compositions. Table 4 reports data on family unit characteristics

ih, and expenditures for different types of families." The average
income level fir husband and wife families is more than double
that of families consisting of either one parent with at least one
child under 18 or a singe person. Average family income varies
less among families with different compositions than among fami

30 lies in different income quintiles. Consequently, the percentage of
income paid in VAT levied on all consumer expenditures varies

14 In table 4, the BLS used only income of tt..iplete inume reporters for the intume fig, in
row 2. But the BLS included I.onsumptiun expenditures of families that were eithm t unit.,
incomplete Income reporters in table 1. The quintiles u; income used in tables 1, 2, and 3
only complete income reporters it,' both 1.1.-ume and t xpenditures I. dkulduuns. Heme, thi. BLS
used fewer families in analyzing expendliures by im.ume quintile than in analyzing expendi
tures by family composition.a
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less for families with different compositions than fur families in dif-
ferent income quintiles. The data on expenditures in table 4 can be
used to suggest the distributional effects of VATs on families with
different compositions. But the anal; 9le .... this chapter does not
concern horizontal equity since the average incomes differ for fami-
lies with different compositions. In Chapter III, five different VAT
bases were used to examine the distributional effects of VATs on
family income quintiles. These same VAT bases are used in table 5
to measure the distributional effects by family composition. As in
table 3, the VAT rates in table 5 are adjusted for different VAT
bases so that each VAT yields the same revenue.

In table 5, column 2b indicates, according to family composition,
the percentage of income paid in a 5 percent VAT levied on all con-
sumer expenditures. The average for families over all is 4.3 percent
of family income. For all husband and wife families, the percentage
of family income paid in VAT is 4.1 percent. The average percent-
age of family income paid in VAT varies only slightly among hus-
band and wife families with different compositions.
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TABLE 4.-AVE,IGE ANNUAL EXPENDITURES OF URBAN FAMILY UNITS CLASSIFIED BY COMPOSITION OF FAMILY UNIT.

INTERVIEW SURVEY, 1980-81

Item

rood and wale lonkes

M logy
wurs

saT°131

v'ke f",hut4
liasbAnd and

culy
Must OW

undo 6
West child

6 to /
Oldest Odd
18 a over

hhsh°31h6edrarod

t Mlits

One parent,

3t Ws! one
chid undo

18

Suite
Ad h,"thei

leaks

Number of family units (in thousands), . . 68,295 39,834 14,826 5,003 10,564 6,515 2,926 3.883 24,579

Family unit characteristics

Income before taxes 1 $19,989 $25,831 $22,470 $21,917 $27,347 $33,085 $28,504 $11,093 $12,108

Site of family unit 2.7 3 3 2 0 3 4 4 2 4.1 5 0 31 1.5

Age of householder .....,.. . , ..., 46 2 461 54,1 29 3 38 8 52 3 47 4 35 3 48.1

Number in family Unit:

Earners 14 18 12 16 1.9 2.8 2 5 1.1 0.9

Vehicles 19 25 20 21 26 33 27 10 1.0

Children under 18 ... ... 0 7 10 0 0 14 2 2 0.7 16 18 0.1

Persons 65 or over . 03 03 06 00 00 0.1 05 00 0.4

Percent homeowner. 61 79 78 62 81 90 77 36 38

Total expenditures $17,144 $21,173 $17,959 $18,605 $23,054 $26,146 $23,993 $12,066 $11,417

3,224 3,966 3,153 3,188 4,486 5,204 4,783 2,753 2,097

Alcoholic beverages., ......... .... 280 281 281 233 268 332 298 120 303

5,051 6,016 5,349 6,264 6,635 6,140 6.460 4,191 3,623

Shelter. 2,816 3,255 2,936 3.620 3,646 3,097 3,190 2,408 2,169

Owned thvellings. , .. .. 1.655 2,285 1,933 2.407 2,781 2,215 2,225 875 757

Rented dwellings.. ..... .. .. 913 649 637 1,036 587 475 665 1,433 1,259

Other lodging_ ... ....... , 248 321 366 176 278 407 301 100 153

Fuels, utilities and Public services. 1,263 1,538 1,315 1,286 1,654 1,928 1,807 1,110 842

Household operations ... . ...... 260 304 206 541 339 200 500 282 186

House furnishings and equipment .. ..... . 711 919 892 818 996 913 963 390 425

Apparel and services, 935 1,158 915 922 1,344 1,482 1,403 838 588

Transportation . ..... , 3,454 4,387 3,602 3,884 4,535 6,005 5,081 1,930 2,182

Vehicles 1,174 1,501 1,157 1,436 1,572 2,169 1,603 569 739

Gasoline and motor oil. 1,175 1,512 1,224 1,314 1,625 2,016 1,778 703 704

Other vehicle expenses .... 880 1,125 945 998 1,138 1,500 1,371 494 544

Public transportation.... ........ ........ ...... 225 249 276 135 101 320 329 165 193
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Health care 746 941 1,032 676 862 1,041 996 353 493

Entertainment 762 958 770 799 1,211 1.059 1,038 469 490

Personal care. 158 197 189 118 194 267 228 100 103

Reading 117 141 136 127 149 153 131 65 87

Education 219 275 121 62 344 677 270 142 140

Tobacco 175 210 171 183 220 265 289 147 121

Miscellaneous ..... .... ....... 259 319 240 285 308 391 651 168 177

Cash contribubons. 501 623 649 282 574 934 563 186 353

Personal insurance and pensions 1.264 1,703 1,351 1,581 1,925 2.196 1,802 604 658

Income values are derived from "complete income readers' cciy

Source: US Department of Later Bureau of Labor Statistics Consumer Expenditure Survey Results from the 1980-81 internew. Washington1984 P 4, 9

TABLE 5.-DISTRIBUTIONAL EFFECT BY FAMILY COMPOSITION OF VALUE.ADDED TAXES WITH EQUAL REVENUE YIELDS

(Revenue equal to a 5-percent VAT on all consumer exanatures a 43 percent of none)

1farnily carposition (complete repotting of income) iVAT on an monomer
expenditures (VAT rate 5 0)

3VAT on an consumer
expenatures except food (VAT

rate.,6155)

4VAT on all consumer
experxitures except food,

shelter-owned (Wangs, shelter.
rented dwellings, and health
are (VAT rate.8 079)

5VAT on art consume

grumitures
except items in

n 4 and fuels. utdttt
public sennce s. and tobacco

(VAT rate.9 347)

5VAT on all consumer
expendlures except items in

oalumn 5 and pubic
transportation and educator) IA

(VAT rate=9 817) Cra

201 26' 3a' 36' 401 531 6a' 6b1

All family 858 43 691 43 53.1 43 459 43 43.7 43

Husband and wife fames
Total. 82.0 41 666 41 516 42 448 42 428 42

Husband and wife only.... 199 40 65.9 4.1 499 40 433 40 48.5 4,1

With children:

Oldest under 6._ . 84.9 42 70.4 43 51.6 42 44.9 42 44.0 43

Oldest 6 toIl 843 42 619 42 52.4 42 455 43 435 43

Oldest 18 or over... 790 39 633 39 5? 0 42 454 42 424 42

Other ..... 842 42 67.4 4.1 538 43 464 43 443 4.3

1 parent, at least 1 child und:r 18. 108 8 54 840 52 60.0 48 48,7 46 45.9 4.5

Single persons and other families 94.3 41 77.0 41 56.3 4.5 483 45 455 4.5

VAT base as percent or income
VAT yield as petal of iron.

Source: CRS calculatons based on data ire OS Department ot tube Bureau of later Statistics Consumer Expenditure Survev, Results horn 1980-81 Interview Washogton, 1984 p 4, 9

171

ia COPY AVAILAILE



168

Families without both the husband and wife paid higher percent-
ages of their incomes in VAT. Families with one parent and at
least one child under 18 paid an average of 5.4 percent of their in-
comes in VAT. Single person families and other families paid an
average of 4.7 percent of their incomes in VAT. Yet it can be
argued that the range in the percentage of income paid in VAT is
not large among families with different compositions.

An examination of the data in columns 3b, 4b, 5b, and 6b indi-
cates that, as more items are zero rated, the variation in the per-
centage of income paid in VAT declines for families with different
compositions. Cc' -nn 6b shows that the VAT with the narrowest
base absorbs an almost equal percentage of family income regard-
less of family composition. The range in the percentage of family
income paid in VAT according to family composition is from 4.1
percent to 4.5 percent.

Therefore, selectively zero rating items can almost equalize the
percent of income paid in VAT for families with different composi-
tions. But, families with different compositions require different
levels of income to achieve a given standard of living. For example,
husband and wife families require more after tax income to
achieve a given standard of living then do single person families.
Yet no current estimates are available regarding the relative cost
of living by family composition. Hense, it is not possible to deter-
mine if the regressivity of the VAT is reduced (or increased) by
lessening the variation in the percent of income paid in VAT for
families with different compositions. Nevertheless, policy makers
may be interested in the distributional effects of zero rating differ-
ent products on families with different compositions.

V. SUMMARY AND CONCLUSIONS

The large unified budget deficits forecast for fiscal year 1986 and
future fiscal years have raised congressional concern about their
possible harmful macroeconomic effects. Consequently, a value-
added tax at the Federal level has been proposed as a major reve-
nue source to reduce projected deficits.

The value added of a firm is the difference between the firm's
sales and a firm's purchases for all other firms. A value-added tax
would be levied at all levels of production as some percentage of
each firm's value added.

A concern with any tax when tax liability is compared to ability
to pay taxes is its vertical equity which concerns the tax treatment
of unequals. This report uses annual family income as a measure of
ability-to-pay taxes and the benchmark for equals or unquals.

The recently released results of the 1980-81 Consumer Expendi-
cure Survey undertaken by the Bureau of Labor Statistics were
used to measure the vertical equality of a VAT. These data show
that a VAT covering all family expenditures would be regressive
since, as family income rises, the percentage of family income paid
in VAT would decline. The best distributional or vertical equity of
a particular tax is a value judgment, but many people may be con-
cerned about the regressivity of the VAT. Three methods that can
be used to reduce the regressivity of the VAT are income tax cred-
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its, the partial linkage of revenues to social spending, and selective-
ly excluding (zero rating) items from taxation.

Data show that selectively zero rating items can substantially
reduce the burden of a VAT on the poor, but even a narrow-based
VAT has pronounced regressivity. Also, selectively zero rating
items can reduce the variability of the percentage of income paid
in VAT of familities with different compositions. But the effect of
this reduced variability on the regressivity of the VAT could not be

3 determined from the available data.

4
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